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HOME EQUITY LOAN CONSUMER PROTECTION 
ACT OF 1987 (H.R. 3011) 



Tuesday, October 6, 1987 

House of Representatives, 
Subcommittee on Consumer Affairs and Coinage, 
Committee on Banking, Finance, and Urban Affairs, 

Washington, DC. 

The subcommittee met pursuant to call at 10 a.m., in room 2128, 
Raybum House Office Building, Hon. Frank Annunzio, [chairman 
of the subcommittee] presiding. 

Present: Chairman Annunzio, Representatives Wylie, Pelosi, and 
Hiler. 

Chairman Annunzio. This morning the subcommittee meets to 
consider legislation establishing additional consumer safeguards for 
home equity loans. 

Home equity loans may well be the fastest growing craze since 
the hoola hoop. But unlike the hoola hoop, which cost about $1.98 
and normally ended up in yard sales after a few months use, home 
equity loans are not a nickel and dime proposition. In 1981, only 
slightly more than $20 billion was loaned on home equity loans. By 
1986, that figure had increased 500 percent, with more than $100 
billion being loaned on the equity built up in a person's home. The 
figures for 1987 are still not available, but home equity loans could 
well reach the $200 billion origination mark for this year. These 
loans are growing so rapidly that it is very difficult to obtain accu- 
rate figures as to the volume of outstanding loans. 

But by all estimates, even the large amount of money outstand- 
ing in home equity loans is only a microscopic dot compared to the 
amount of equity that American homeowners have built up in 
their homes. 

It is difficult for me to envision any dollar amount greater than 
the national debt of the United States, which is currently over $2 
trillion. But it is estimated that homeowners in this country have 
equity values in their homes of $4.83 trillion, more than twice the 
amount of the national debt. It is further estimated that nearly 97 
percent of the home equities built up by homeowners are still 
available for borrowing. So while the interest in home equity loans 
has risen faster than a new Bruce Springsteen record, there is still 
so much untapped home equity potential, $4.83 trillion worth, that 
if all of those dollars were placed in a stack, it would reach 32,000 
miles in the air and would weigh 490 million tons. 

In short, in considering the home equity situation, we certcdnly 
can say that the best or worst is yet to come. That is why today we 

(1) 
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are hearing testimony on H.R. 3011, the Home Equity Loan Con- 
sumer Protection Act of 1987, introduced by Congressman David 
Price of North Carolina, a distinguished Member of the Committee 
on Banking, Finance and Urban Affairs. 

I commend Congressman Price for his insight in being the first 
Member of Congress in either the House or the Senate to introduce 
a bill to provide a legislative cage for the home equity tiger. Con- 
gressman Price has established a starting point on which to build 
the necessary consumer protection legislation for home equity 
loans. He will forever be remembered as the Member of Congress 
who was first to act in this important field. 

There can be no doubt that consumers view home equity loans as 
an important choice in considering loan options, particularly since 
Congress removed the tax deductibility of other consumer loans 
while leaving the deductibility intact for home equity loans. But 
while home equity loans may provide a homeowner with a new car, 
a dream vacation or a way to pay college costs, home equity loans 
could also do more damage to American homes than termites. The 
bottom line of all home equity loans is that if the loan is not repaid 
the homeowner may very well lose his or her home. 

I am not here today to play Chicken Little. I do want constuners, 
however, to realize that the risks of home equity loans are so great 
that a detailed examination of many factors must be considered 
before entering into a home equity loan. Others will discuss the dis- 
closure, contractual and advertising pitfalls of the home equity 
loans. I am going to limit my opening comments to the dollar and 
cents problem. 

A large percentage of home equity loans do not have a fixed in- 
terest rate but rather are written with a variable rate index. For 
the most part the index used for the variable rate is the prime 
rate. Variable home equity loans carry an interest rate that ranges 
from iy2 to 4 percent over prime. Those words mean little, but the 
nimibers are very, very important. At the present time the prime 
rate is 8% percent. If a homeowner obtained a $50,000 15-year 
home equity loan at 2 percent£«e points above today's prime, that 
loan would carry an interest rate of 10% percent. The monthly 
pa3rments on that loan would be $560.70. 

Certainly no homeowner would take out a loan without deter- 
mining the monthly pa3rment would fit into the family budget. But 
remember that pa3rment is not fixed and will change periodically. 
For example, if the prime rate increased just 2 percent, the month- 
ly figure would increase to $624.72, an increase of $64.02 per month 
which most families with some scrimping and saving could prob- 
ably handle. 

But let's move to the dream world where the prime rate is now 
21 percent and the rate on that same home equity loan is 23 per- 
cent. The monthly pajrment now jimips to $991.88, an increase of 
$431.17 over the monthly pajrment at the start of the loan. How 
many American families could absorb an increase that is nearly 
double the original monthly pa3rment? 

And is that really a dream world situation? In 1980, less than 7 
years ago, the prime rate hit 21 percent, and remember our mythi- 
cal home equity loan has a 15-year maturity or a decade-and-a-half 
for prime rate sk3rrocketing. 
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The question that I would like every witness to address today is 
this. What will happen to a person's home who has a home equity 
loan and the prime rate starts heading for record numbers again? 
To the lenders I ask, how will you handle this situation? Will you 
foreclose on thousands of these loans? And what will that do to the 
real estate prices around the country? Are you prepared to absorb 
the losses that will occur when the value of these houses will not 
be enough to pay off the loan in a depressed real estate market? 
And to consumers, I ask what will be your course of action when 
you cannot pay the loan and you are faced with the threat of losing 
your home? Will you demand from Congress legislation to prevent 
the lender from foreclosing on your home? And is it realistic to 
expect that Congress will enact such a law? 

I would like to do some contingency planning during these hear- 
ings so that both the borrower and the lender know what is expect- 
ed of them if interest rates suddenly rise. If we can accomplish that 
one aspect of the broad question of home equity loans before the 
conclusion of these hearings, I think we all together will have done 
an outstanding job. 

[The following was submitted for inclusion in the record at this 
point: The text of H.R. 3011.] 
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100th congress 

1st Session 



H.R.3011 



To amend the Truth in Lending Act to establish additional disclosure and 
advertising requirements for home equity loans. 



IN THE HOUSE OP REPRESENTATIVES 

July 23, 1987 
Mr. Pbice of North Carolina (for himself, Mr. St Germain, Mr. Wtlie, Mr. 
Annunzio, Mr. Babnabd, Mr. Bereutbb, Mr. Bustamante, Mr. 
Cooper, Mr. Eckabt, Mr. Flake, Mr. Foolietta, Mr. Garcia, Mr. 
Hawkins, Ms. Eaptur, Mr. Kennedy, Mr. Eleczka, Mr. LaFalce, Mr. 
Manton, Mr. Morrison of Connecticut, Mr. Murphy, Mr. Neal, Mrs. 
Patterson, Mr. Solarz, and Mr. Valentine) introduced the following 
bill; which was referred to the Committee on Banking, Finance and Urban 
Affairs 



A BILL 

To amend the Truth in Lending Act to establish additional 
disclosure and advertising requirements for home equity loans. 

1 Be it enacted by the SencUe and House of Representa- 

2 lives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the "Home Equity Loan Con- 

5 sumer Protection Act of 1987". 
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1 SEC. 2. ADDITIONAL DISCLOSURE AND ADVERTISING RE- 

2 QUIREMENTS FOR HOME EQUITY LOANS. 

3 (a) DiscLOSUBE RsQUiBBBfENTS. — Section 127 of the 

4 Truth in Lending Act (15 U.S.C. 1637) is amended by 

5 adding at the end thereof the following new subsection: 

6 "(c) Additional Rbquibbments fob Open End 

7 Cbedit Plans Sbcubbd by the Consumeb's Dwbll- 

8 mo. — In addition to the disclosures required by section 

9 127(a). In the case of any open end consumer credit plan 

10 secured by a consumer's dwelling the following provisions 

11 shall apply: 

12 "(1) The disclosures required by paragraphs (3) 

13 and (4) of this subsection shall be given with the dis- 

14 closures required by section 127(a), to the extent not 

15 duplicative as determined by the Board and, at the 

16 time of application or, in the case of telephone or mail 

17 applications, no later than 3 business days following 

18 receipt by the creditor of an application. 

19 "(2) The disclosures required by paragraph (3) of 

20 this subsection shall be conspicuously segregated from 

21 all other terms, data, or information provided in con- 

22 nection with the plan. 

23 "(3) The following information shall be disclosed: 

24 "(A) The annual percentage rate which will 

25 be in effect when credit is first extended in con- 

•HR 8011 ra 
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1 nection with such loan or a description of the 

2 manner in which such rate will be computed. 

3 "(B) The manner in which any changes in 

4 the annual percentage rate of interest will be 

5 made, and the timing of any such changes, includ- 

6 ing any index or other rate of interest to which 

7 such changes in rates are related. 

8 ''(C) Any fee imposed for the availability of 

9 the account, including but not limited to, annual 

10 fees, application fees and the fees commonly des- 

11 . ignated as 'points'. 

12 "(D) In the case of a variable rate, the maxi- 

13 mum amount by which the annual percentage rate 

14 may change in any 1-year period. If no limit 

15 exists, that fact shall be disclosed. 

16 "(E) In the case of a variable rate, the maxi- 

17 mum annual percentage rate that may be imposed 

18 at any time under the plan. If no maximum limit 

19 exists, that fact shall be disclosed. 

20 "(D An example, based on a $10,000 

21 amount outstanding, showing the periodic pay- 

22 ment requirement under the terms of the plan. 

23 Such example shall also disclose the annual per- 

24 centage rates that were or would have been in 

25 effect under the plan at calendar year-end during 

•HB 8011 IH 
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1 the immediately preceding two years and their 

2 effect on periodic payments under the plan stated 

3 as a dollar amount in accordance with regulations 

4 promulgated by the Board: Prooided, Junoever, 

5 That where a plan contains no limits on annual 

6 and lifetime changes in the annual percentage rate 

7 as are required to be disclosed under subpara- 

8 graphs & and (ii), the Board shall prescribe an 

9 example based on a three percentage point annual 

10 limit and eig^t percentage point lifetime limit on 

11 annual percentage rate changes. 

12 "(G) A statement that the plan is secured by 

13 the consumer's dwelling and, in the event of any 

14 default, the consumer risks the loss of the home. 

15 ''(H) If applicable, a statement that the dis- 

16 closures are good faith estimates of the terms and 

17 conditions applicable to the plan, and are subject 

18 to change before the plan is opened. 

19 **([) It q^plicable, a statement that the credi- 

20 tor has the right to change the terms and condi- 

21 tions during the plan, including the index and 

22 margin used to determine the interest rate and 

23 payment amount, at any time. 

24 "(J) If applicable, a statement that although 

25 interest-only payments may be less on a monthly 



ton : 
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1 basis, they retire no principal, prolong the obliga- 

2 tion and result in greater total expense over the 

3 life of the loan. 

4 "(4) The creditor shall supply a pamphlet pub- 

5 lished by the Board describing open end credit plans 

6 secured by the consumer's dwelling, or any pamphlet 

7 that the Board determines to be substantiaUy similar/'. 

8 (b) FoBM OF DiSGLOSUBE. — Section 122(b) of the 

9 Truth in Lending Act (15 U.S.C. 1632) is amended by strik- 

10 ing out ''section 128(bKl)'' and inserting in lieu thereof "sec- 

11 tions 127(cK2) and 128(bKl)". 

12 (c) Abvebtisino RBQuiBBiiBNTS. — Chapter 3 of the 

13 Truth in Lending Act (15 U.S.C. 1661 et seq.) is amended by 

14 adding at the end thereof the foUowing new section: 

15 "§ 147. Advertising of open end credit plans secured by 

16 the consumer's dwelling 

17 ''(a) In General. — ^Li addition to the requirements 

18 under section 143, any advertisement to aid, promote, or 

19 assist, directly or indirectly, the extension of consumer credit 

20 through an open end credit plan secured by the consumer's 

21 dwelling that states any specific terms of the plan including, 

22 but not limited to, any periodic payment amount shall state 

23 all of the foUowing terms: 

24 ''(1) Any TniniTniiTn or fixed amount which could 

25 be imposed. 

•HB 8011 m 
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1 "(2) In any case in which periodic rates may be 

2 used to compute the finance charge, the periodic rates 

3 expressed as annual percentage rates. 

4 "(3) Any other term that the Board may by regu- 

5 lation require to be disclosed. 

6 "(b) Tax DBDUCTiBiLiTy. — ^If any advertisement de- 

7 scribed in subsection (a) contains a statement that any inter- 

8 est expense incurred with respect to a plan is or may be tax- 

9 deductible, the advertisement shall include a clear and con- 

10 spicuous statement that such interest expense may not be 

11 completely deductible for all taxpayers. 

12 "(c) Certain Tbbms Pbohibitbd.— No advertise- 

13 ment described in subsection (a) with respect to any home 

14 equity loan may refer to such loan as 'free money' or as a 

15 'loan at prime'.". 

16 (c) Clbbical Amendments. — The table of sections for 

17 chapter 3 of the Truth in Lending Act is amended by insert- 

18 ing after the item relating to section 146 the following new 

19 item: 

"147. AdvertiBing of open end credit plans lecured by the consumer's dwelling.". 

20 (d) Regulations. — Before the end of the 180-day 

21 period beginning on the date of the enactment of this Act, the 

22 Board of Governors of the Federal Reserve System shall pre- 

23 scribe such regulations as may be necessary to carry out the 

24 purposes of the amendments made by this section. 



•HB 8011 IH 
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1 (e) Effbgtivb Datb. — The amendments made by this 

2 section shall take effect at the end of the 180-day period 

3 beginning on the date of the enactment of this Act. 

4 SEC. 3. CONSUBfER EDUCATION. 

5 (a) Consumes Pamphlet. — The Board of Governors 

6 of the Federal Reserve System shall develop and prepare a 

7 pamphlet for distribution to consumers which contains — 

8 (1) a general description of open end credit plans 

9 secured by the consumer's dwelling and the terms and 

10 conditions on which such loans are generally extended; 

11 and 

12 (2) a discussion of the potential advantages and 

13 disadvantages of such phms. 

14 (b) AvAiLABiLiTT AND DISTRIBUTION. — The Board of 

15 Governors of the Federal Beserve System shall make the 

16 pamphlets required to be prepared under subsection (a) avail- 

17 able to banks, thrift institutions, other financial institutions, 

18 and such other public or private organizations as the Board 

19 may determine to be appropriate for the distribution of such 

20 pamphlets to the public. The Board may charge a reasonable 

21 fee for such pamphlets to cover any costs incurred in produc- 

22 ing or distributing the pamphlet. 

O 
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I want to ask our ranking minority Member of our full Banking 
and Currency Committee, Mr. Wylie, do you have a statement? 

Mr. Wylie. I have a brief opening statement. Thank you very 
much, Mr. Chairman. 

I would like to compliment you for holding this hearing on a 
topic that has become increasingly important for a growing 
number of consimiers, home equity loans. It has been reported as 
you mentioned some of these statistics, but thev bear repeating. In 
1986 consumers borrowed $175 billion in secona mortgages and $35 
billion of that was in the relatively new form of home equity loans. 
No doubt tax reform which phases out the deductibility for mterest 
on most forms of consimier credit is the impetus for this explosion 
in home equity loans. Given the increasing importance of home 
equity loans, r^ulatory or statutory initiatives may be needed to 
insure that homeowners are given the information necessary to 
fully understand and appreciate the consequences of entering into 
such transactions. 

While I do not believe that overly-restrictive legislation is 
needed, I believe that Mr. Price's bill provides a useful way of fo- 
cusing the debate. I am pleased to say that I join Mr. Price as an 
original cosponsor of H.R. 3011. 

We have some very important witnesses before us today, Mr. 
Chairman, and we want to hear from them. So I won't elucidate 
further on the issues now. Thank you very much. 

Chairman Annunzio. Thank you, Mr. Wylie. Our newest 
Member of the subcommittee from California, Ms. Nancy Pelosi, 
would you like to say something? 

Ms. Pelosi. Thank you, Mr. Chairman. I, too, want to thank you 
for holding the hearings on this legislation of which I am also a co- 
sponsor. I would like to ask unanimous consent for my statement 
to be read into the record. 

Chairman Annunzio. Without objection, your statement will be 
made part of the record this morning. 

[The prepared statement of Ms. Pelosi can be found in the appen- 
dix.] 

Chairman Annunzio. This morning we have two panels. Our 
first panel consists of the Honorable David E. Price, United States 
Representative from North Carolina; the Honorable Charles E. 
Schumer, United States Representative from New York; and the 
Honorable Martha R. Seger, Member of the Board of Governors of 
the Federal Reserve S^tem. 

I want to extend this morning a warm welcome to mv colleague, 
the Honorable David Price, from the fourth district of North Caro- 
lina. The fourth district includes the capitol city of Raleigh, a re- 
gional center of banking and high technology. He is a graduate of 
the University of North Carolina and Yale University. 

He was a professor of political science in public policy at Duke 
University prior to his election to the House last year. He is one of 
the most active freshman on the Banking Committee. Mr. Price, I 
am going to allow you 10 minutes to present your testimony in 
your own manner, but your entire statement will be made part of 
the record. 

Without objection, Mr. Price's statement will be part of the 
record. 
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STATEMENT OF HON. DAVID E. PRICE, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NORTH CAROLINA 

Mr. Price. Thank you, Mr. Chairman. 

Chairman Annunzio, and Members of the subcommittee, I appre- 
ciate the opportunity to appear before you today, and I am grateful 
to you for scheduling hearings so promptly on H.R. 3011, the Home 
Equity Loan Consumer Protection Act of 1987. 

Home Equity loans have become the latest financial craze. Much 
of the increasing popularity of these loans is due to the Tax Reform 
Act of 1986 which phased out the deductibility of interest on other 
consumer loans while leaving it in place for loans secured by one's 
home. 

B£mks have m£u*keted this product heavily, and I have brought 
four examples of these advertisements with me here today. As you 
can see, each of these ads prominently displays one feature of these 
loans: a low interest rate, a discount on settlement fees, no closing 
costs, or fixed monthly pa3rments. So these ads represent a dazzling 
array of appeals. The consumer is faced with various possible loan 
terms and conditions, which are often incomplete and sometimes 
misleading. 

Unfortunately, under current law, that consumer may never be 
advised about the essential features of his or her home equity loan 
until it is time to sign the final agreement. Currently, under Regu- 
lation Z, a comprehensive set of disclosures is only provided when 
credit is actually extended to the borrower. 

While these disclosures are necessary, they fail to give consum- 
ers key information at a time when it would be useful for compar- 
ing products at different institutions. Furthermore, a consumer 
may have already paid a nonrefundable fee and never seen impor- 
tant provisions of the loan. 

H.R. 3011 will help the consumer place these loan options in per- 
spective. Reg£u*dless of what first interested a consumer in home 
equity loans, H.R. 3011 will require that at the time of application 
a consumer will be given a series of key disclosures that will enable 
him or her to make a sound iud^ent about these loans, help him 
decide whether the loan is tne best financial option for him com- 
pared to other options, and help him comp£u*e the home equity 
products offered by various institutions. 

H.R. 3011 will ensure that disclosures about the interest rate and 
fees are given to consumers at an early date. The bill also requires 
a financial institution to disclose whether its loan product has 
annual and lifetime caps on interest rates, and to present an exam- 
ple which will let consumers see the potential impact of a rise in 
mterest rates on their monthly pa3rments. 

These early disclosures will also include a series of statements 
about features of the loans, like interest-only payments, which may 
have drawbacks for some consumers. Finally, the Federal Reserve 
will be required to develop a pcunphlet which will give detailed in- 
formation about home equity loans and discuss their relative ad- 
vantages and disadvantages. 

My concern with the timing of the disclosures is consistent with 
the Federal Reserve Board's proposed changes to Regulation Z 
(Truth in Lending) regarding closed-end adjustable rate mortgages. 
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The most significant change to Regulation Z would be the require- 
ment that more information be given consumers about a4justable 
rate mortgages at the time of application. 

I believe there are good reasons to develop parallel requirements 
for home equity loans. Basically home equity loans are second 
mortgages. They are different in that they offer an open line of 
credit whereas most traditional mortgages are closed-end, but the 
differences should not obscure the necessity, in both cases, of in- 
forming consumers early on about the risk to their homes and the 
terms and conditions of the loan. This emphasis on earlv and com- 
plete disclosure of loan conditions is the essence of H.R. 3011. 

H.R. 3011 also recognizes there have been some problems in the 
advertising of home equity loans, and I have included some provi- 
sions to remedy them. For example, the ad from American Security 
Bank features a monthly pa3rment amount, but under R^ulation Z 
this ad would not currently be required to reveal terms of the loan 
like the annual percentage rate. The APR, incidentally, is incom- 
pletely disclosed in the fine print of this particular ad. My bill will 
ensure that any periodic payment amount mentioned in an ad is 
accompanied by a full disclosure of terms by the lender. 

The bill also outlaws misleading terms like free money which 
some consumer groups have pointed to as being used in ads. And it 
requires anv advertisement which mentions the tax deductibilitv 
feature of these loans to clearly and conspicuously state that such 
interest expense may not be completely deductible for all taxpay- 
ers. 

In formulating this bill, Mr. Chairman, I have discussed and con- 
sidered proposals from both consumer and industry groups. This 
legislation has grown out of these discussions, and the result is a 
bill stronger for the consumer and more workable for financial in- 
stitutions. I look forward to working with subcommittee Members 
as they proceed with further consideration of the bill. 

I do, however, want to take this opportunity to discuss one area 
where I believe no change should take place. I am opposed to any 
change which would mandate restrictive requirements like a specif- 
ic annual or lifetime cap on these loans. 

I also believe with regard to caps on home equity loans, that Con- 
gress has recently expressed its view. The Competitive Equality Act 
of 1987 requires a creditor to establish a lifetime cap of their choos- 
ing on the interest rate of a home equity loan. 

But most importantly, I am concerned about the impact of a cap 
on other customers of the bank, particularly low and moderate 
income consumers. Home equity loans are mainly a middle class 
and upper class phenomena. Data from the Survey Research 
Center have shown that home equity borrowers have a higher 
median income and education than homeowners generally. 

If home equity loans were capped as "protection" for middle- and 
upper-income borrowers, institutions could be forced to shift costs 
to other customers, many of them lower-income borrowers who 
need a car loan or similar financial assistance. 

Variable rate loans represent a contract between the bank and 
the customer. The customer receives lower rates than on a compa- 
rable fixed rate loan in exchange for taking on the risk of possibly 
higher rates in the future. My bill is designed to ensure that a con- 
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sumer is fully informed about the risks and benefits of these loans, 
but it will not encourage cost-shifting by restricting home equity 
loans more than other loan instruments. 

I favor a good, strong disclosure bill because it will help the 
home equity borrower without harming the other customers of the 
bank. 

Finally, I believe there is ample proof that our colleagues on the 
Banking Committee and throughout the House agree with the ap- 
proach embodied in H.R. 3011. Currently, we have 52 cosponsors of 
this legislation, including 24 other Members of the Banking Com- 
mittee. It is a bipartisan group of sponsors, Fm proud to say, and 
with the help of this subcommittee, we have a real chance to move 
quickly and put in place a disclosure bill of real benefit to the con- 
sumer. 

I am grateful for this support. I am grateful for the cooperation 
of Members on both sides of the aisle and for this subcommittee's 
help. I look forward to continuing to work on this legislation with 
you. I appreciate the chance to appear here today and would later 
be happy to respond to any questions that you may have. 

[The prepared statement of Mr. Price can be found in the appen- 
dix.] 

Chairman Annunzio. Thank you, Congressman Price, for your 
excellent presentation. This morning I am pleased to welcome my 
distinguished colleague, Charles Schumer of Brookl3m, New York, 
before the subcommittee. 

Mr. Schumer served 7 years in the New York State assembly 
before being elected to Congress at the ripe old age of 29. 

Now in his fourth term, he has been a very, very active Member 
of the House Banking Committee during his tenure on the commit- 
tee, and he still continues to be a very active Member of our full 
committee. 

He has testified before this subcommittee previously on con- 
sumer credit legislation. Mr. Schumer, it is my pleasure to have 
you before this subcommittee once again, and we look forward to 
your testimony. You have 10 minutes to summarize your state- 
ment, but your entire statement will be made part of the record. 

Without objection, your statement is made part of the record. 
You can carry on. 

STATEMENT OF HON. CHARLES E. SCHUMER, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF NEW YORK 

Mr. Schumer. Thank you very much, Mr. Chairman. I first want 
to begin by thanking you for holding this important hearing on 
home equity loans and for inviting me to testify. As usual, Mr. 
Chairman, you are at the forefront of consumer banking issues. 

I also want to thank Congressman Price for his leadership on 
this issue. Mr. Price has shown in a short time to be a great ally of 
consumers in his Banking Committee duties. He has come up with 
a good bill to solve a real problem, and it has been a pleasure 
working with him and will continue to be a pleasure working with 
him on this issue. 

Mr. Chairman, at a time when consiuner debt has risen to record 
levels, we are seeing yet another hot banking product that could 
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put many consumers over the brink. This new product is called the 
home equity loan. Banks have been pushing them with advertising 
dollars and consumers are lining up to apply for them. But home 
equity loans have several pitfalls if a consumer is not completely 
aware what he or she is bu3dng. That is why these hearings are so 
important and that is why Congressman Price's legislation is so im- 
portant. 

The biggest problem is something that I would call ''rate rise sur- 
prise." Too few consumers are aware that many home equity loans 
have a variable rate of interest that has no ceiling. Most of these 
loans carry an interest rate that is tied to an index. The problem is 
that the index is often very high. Even worse is that some banks 
use an index that is in control of the bank's bocu-d of directors and 
not necessarily based on the true cost of money. 

Some home equity loans could start out for a few months at 5 
percent, and then jump up to 25 or 30 percent, barring changes in 
State usury laws, and just put the purchaser of a home equity loan 
in an awful position, a position that could likely force him to forfeit 
his or her home. 

For instance, Barclay's Bank of New York offers a home equity 
loan that has a variable rate, but no publicly available index. The 
index is determined as mentioned, by the board of the bank. The 
interest rate can potentially rise out of sight even if the cost of 
money has not increased. 

The problem of "rate rise surprise" is made even worse by the 
advertisement of super low teaser rates that only apply for the first 
few months of the loan. And so I think that legislation is most defi- 
nitely needed to alert consumers to these kinds of pitfalls. 

Another potential pitfall of the home equity loan is what I call 
balloon crunch. Many banks offer temptingly low interest rates 
and pa3rment schedules at the beginning of the loan only to slam 
the consumer with one lump pa3rment in later years. 

American Security Bank of Washington and Manufacturer's 
Hanover of New York offer home equity loans that allow for inter- 
est-only payments on the loans for the first 10, not months, but 
years of the loan. After 10 years, the entire amount of the loan is 
due in one lump sum pa3rment. The consumer can go into that loan 
not being aware that forfeiture of the home is a possibility. 

In a particularly bad case, Mr. Chairman, the Bank of Contra 
Costa in San Francisco offers a home equity loan that allows the 
consumer to pay only 1.5 percent of the balance for 5 years and 
then requires a balloon payment of the entire amount of the loan. 
And the minimum line they extend is $25,000. So the final pay- 
ment could sink many, many, families. 

Perhaps the most troubling trend in the marketing of home 
equity loans is that the consumer is rarely given the whole picture 
in advertisements and solicitations for the product, as my col- 
leagues have pointed out. 

^though many ads for home equity loans tout the supposed tax 
deductibility of the loans and scream about the loans being free 
money, there are often key facts that the banks don't advertise. 
Citizens Savings Banks in Washington has run ads that go to great 
lengths to advertise its interest rate is fixed for 3 years. What the 
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ad does not say is that after 15 years the loan results in a balloon 
payment. 

The Bank of the West in California loves to advertise the great 
things a home equity loan can provide money for, but it makes no 
mention of its interest rate, its index or its big balloon payment. 

Congressman Price's legislation goes a long way toward dealing 
with these major problems Fve outlined. It clarifies that home 
equity loans are subject to the same disclosure requirements under 
the Truth in Lending Act that other mortgage instruments are. 

The Price legislation takes the important step to ensure that the 
rate of interest and how that rate is calculated or adjusted in the 
future are all clearly disclosed to the consumer at the time of ap- 
plication. 

The Price bill also mandates that certain warnings be given to 
the consumer before they take out the loan. These warnings are 
about the danger of interest only pa3rments, potential home loss 
and the potential interest rate increase, all necessary to give bor- 
rowers the whole story before they borrow. 

There are, however, areas of consumer protection where I would 
go further than Congressman Price. I agree with Mr. Price, that 
the main thrust of any home equity loan legislation should be dis- 
closure. In addition to the strong provisions already contained in 
the bill, I feel it is important to disclose the index, the timing and 
the nature of future rate changes, any annual fees and other pay- 
ment terms in advertisements for the loan. 

I would also require that the possibility of a huge balloon pay- 
ment be disclosed. Clear disclosure of these items in ads will €dlow 
potential borrowers to comparison shop much easier. It will also 
put a chill on the many deceptive ads we have seen. 

I would also make it illegal for any bank to be in control of the 
index that will be used to calculate the changes in the interest 
rate. If interest rate on a home equity loan is going to be variable, 
then it should be a publicly available index, not some arbitrary 
number that is changed at the whim of the bank. And to further 
protect the borrower, I would make interest-only pa3rments on 
home equity loans illegal. 

Interest only pa3rments, ones that retire no principal, have the 
advantage of allowing for low monthly pa3rments. The problem is 
that if a percentage of the principsd is not paid off as the loan ma- 
tures, the pa3rments in the closing years can be devastating and a 
family can lose their home. 

I would also add a provision that would outlaw what I call sur- 

[>rise balloon payments. Surprise balloon pa3rments occur when a 
ender decides that they want to close out a home equity loan, 
without prior warning. Often lenders reserve this right in the con- 
tract. Also, as I mentioned above, the possibility of a balloon pay- 
ment should be clearly outlined in advertisement, application as 
well as the contract. I would also make it illegal to call in the loan 
before it has matured, unless the borrower has been delinquent. 

Finally, I would like to see an annual cap on the amount of the 
interest rate that a home equity loan may increase. An annual cap 
of 2 percent, the amount used by Fannie Mae in variable rate 
mortgages. That would mean that if interest rates went at a high 
percent, up at a high percentage, 5 or 6 percent a year, it would 
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take 3 years to get up to that rate, allowing the borrower to make 
the walk up the ladder without again risking his home. 

I would not be for an overall cap on what the loans could be, but 
I think a gradual cap as rates go higher of more than 2 percent 
makes sense. These changes I would make should not overshadow 
the basic consensus that exists on the subject of home equity loans 
afforded by Congressman Price. There is a feeling in Congress, that 
consumers are being led into the home equity loan market without 
enough information and protection. 

There is agreement that the advertising of this hot new banking 
product has often been deceptive, sometimes outrageous. I hope 
this subcommittee will continue to give careful consideration to 
these emerging problems. Given the past record of Chairman An- 
nunzio, I am sure that will happen. 

Thank you again for the opportunity to testify before you this 
morning. Members of the committee and Mr. Chairman. 

[The prepared statement of Mr. Schumer can be found in the ap- 
pendix.] 

Chairman Annunzio. Thank you very much once again for a 
very enlightening statement. I will have some questions later, but 
before we hear from Governor Seger, I want to say to Congressman 
Price and Congressman Schumer, as Members of the full commit- 
tee, if you have the time, I invite you to sit with the subcommittee 
in order to listen to the second panel. 

And now it is my pleasure to welcome once again to the subcom- 
mittee — I think you were the former banking commissioner in the 
State of Michigan, right, who is now a member of the Board of 
Governors, Federal Reserve System, Martha Seger. 

Ms. Seger, you can proceed in your own manner for about 10 
minutes and your entire statement, without objections, will be 
made part of the record. 

STATEMENT OF MARTHA R. SEGER, MEMBER, BOARD OF 
GOVERNORS, FEDERAL RESERVE SYSTEM 

Ms. Seger. Thank you very much. Members of the subcommittee. 
I appreciate the opportunity to appear before this subcommittee to 
discuss home equity lines of credit and H.R. 3011. The proposed bill 
would amend the Truth in Lending Act to require creditors to pro- 
vide consumers with more information about home equity pro- 
grams in advertisements and in initial account disclosure state- 
ments. 

The information that we have regarding home equity lines of 
credit shows that there has been a substantial growth in this type 
of credit since 1984, as has already been mentioned and we esti- 
mate the outstanding balances were about $40 billion at the end of 
1986. We believe the total todav may run around $65 billion and 
could reach as much as $75 to $80 billion by the end of this year. 

This rapid expansion is probably attributable to several factors. 
For example, the plans have provided consumers convenient access 
to credit at interest rates that are relatively low compared to other 
means of financing consumer spending. Tax laws phasing out the 
deductibility of interest for nonmortgage consumer debt have made 
home equity loans more desirable to tax conscious borrowers. In 
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addition, competition among financial institutions to offer diverse 
financial services to their customers has resulted in vigorous mar- 
keting of home equity lines, often at low introductory interest rates 
and (Uscounted fees. 

Recently, the Board and other bank regulatory agencies changed 
the reporting requirements for credit secured by real estate to pro- 
vide more complete and accurate information on household borrow- 
ing through home equity lines of credit. This change should provide 
more accurate information for an important segment of the 
market, and enable us to better gauge tne growth of this type of 
credit and the effect it is having on other consumer borrowing. 

In addition, the Board has conducted consumer surveys this year 
to gather information that will allow us to better understand con- 
sumer usage of home equity lines of credit. Much of the debate 
about home equity loans has focused on the current disclosure re- 
quirements for these loans, and whether the present requirements 
are adequate. The sponsors of H.R. 3011 have sought to address 
some of these concerns by introducing legislation to require addi- 
tional disclosures for home equity loans. 

Since home equity programs are more complex than other types 
of open-end credit plans, and pose a greater risk to consiuners if 
they fail to understand the terms and conditions of the plan, the 
Board, like the Congress, is concerned about whether the existing 
disclosure requirements under the Truth in Lending Act and our 
Reg Z ensure that consumers receive adequate information about 
these types of loans when they contract for a particular plan. In 
our review of H.R. 3011, we find that the Congress has identified 
many of the issues that we ourselves have targeted as mcgor areas 
of concern that possibly could be addressed through regulatory 
action. 

During the past year, board staff has been considering the issue 
of home equity lending within the context of Truth in Lending dis- 
closure requirements. In addition, the Bo£u*d's Consumer Advisory 
Council formed a subcommittee at the beginning of this year to 
look into the issue and has discussed it at its past two meetings 
with us. 

The staffs anal3^is indicates that the current regulatory require- 
ments for open-end credit may not adequately reflect the complex- 
ities that are present in most home equity programs. Specifically, 
the staff has focused on the content, timing, and format of the dis- 
closures required under Reg Z as possible candidates for regulatory 
change. At this time, bocu'd staff is preparing a proposal that would 
amend Reg Z to address these issues and expects to present their 
recommendations to the Board of Governors sometime next month. 

Although the review is still in process, and neither the staff or 
the Board has made any firm decisions about what can and should 
be done, I would like to share with you some of the pcuticular 
issues that we have been considering. Under current requirements, 
when a home equity plan is opened, a creditor need only give those 
general disclosures that I previously outlined. 

Creditors are not required to disclose certcdn items, such as their 
right to unilaterally change the terms and conditions of the plan, 
or the possibility that a balloon parent may be required as part 
of the plan. It is conceivable that Reg Z could be amended to re- 
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quire disclosure of these features. There also may be a need to re- 
quire more disclosures in home equity line advertisements, as has 
been suggested earlier. 

Some questions raised in this regard include whether so called 
teaser rates are adequately disclosed as only lasting for a limited 
time period and whether disclosing a pa3rment term in an adver- 
tisement should require disclosure of other material terms, such as 
the annual percentage rate or fees to be charged under the plan. 

In considering anv additional disclosure requirements, however, 
the Board is guided by the principle that disclosures should provide 
consumers with essential information, without overloading them 
with less important information or unnecessarily raising creditors' 
compliance costs. 

Another area we have identified as one to look into concerns the 
timing of the disclosures. Reg Z currently permits open-end credit 
disclosures to be given anytime prior to the first transaction. In the 
case of home equity lines of credit, therefore, consumers, in many 
cases, do not receive disclosures about the full terms and conditions 
of the plan until the closing. Since most home equity credit plans 
involve large up-front fees and tend to be more complex than other 
types of open-end credit, an argument, I believe, can be made for 
requiring disclosure of the fees, terms and conditions of such plans 
at an earlier time in the credit-granting process. 

Finally, concern has been expressed that consumers may not 
fully understand the terms and conditions of the programs. This 
concern may be due, in part, to the complexity of these plans and 
the fact that the underlying contracts could run several pages in 
length. Currently, Reg Z does not require any special format for 
open-end disclosures. As a result, in most cases, the disclosures 
given for these plans are not segregated from the contractual provi- 
sions or highlighted in any standard manner. 

We believe that consumers should be alerted to the most impor- 
tant terms and conditions of the plans for which they contract. To 
the extent that the current regulatory requirements fail to meet 
this goal, it might be necessary to require that disclosures about 
these plans be segregated from other information. 

The Federal Eteserve Board certainly shares the goal that con- 
sumers receive adequate information at a relevant stage of the 
credit-granting process when they contract for home equity loans. 
We believe that it is particul€u*ly important that consumers under- 
stand these programs since they arguably pose a greater risk be- 
cause of their complexity, the large credit lines generally involved, 
and the possibility of losing one's home. Therefore, we as a group 
personally look forward to working with you on this important sub- 
ject, and I thank you very much, and I would be more than happy 
to take any questions you may have. 

[The prepared statement of Ms. Seger can be found in the appen- 
dix.] 

Chairman Annunzio. Thank you very much for your testimony, 
and we appreciate your appearance before the subcommittee this 
morning. 

As I mentioned in my opening statement, the purpose of these 
hearings is to try to bring out all of the facts as to what we can 
contribute to a mcgor, mcgor problem that could very well develop 
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in this country. As you all know, it hasn't been that long since we 
were faced with the energy crunch. We have seen these — what 
they call money brokers — take these oil people into some of the 
largest banks in this country and foolishly made loans at astronom- 
ical rates of interest hitting as high as 25, 26, and 27 percent. 

But when the people who made the loans could not pay back 
these loans, we also saw some of the l£u*gest banking institutions in 
this country, and I won't mention their names, went belly up or 
they were taJten over by the FDIC and run by the FDIC. And even 
to this day we have people in Oklahoma and Texas, banks and indi- 
viduaLs, who were wiped out of all their savings. 

These are the things that can happen to people who supposedly 
have some sophistication in loaning money and in borrowing 
money, and we saw this happen not too long ago, and it is continu- 
ing in many other sections of the country. So, those are the an- 
swers we want. We are dealing here with a product where the 
more equity you have in a home the more you can borrow, but who 
has this equity? 

Surely not someone who is 20, 25 or 30 years old. It is the senior 
citizens, people who have had their homes over a long period of 
time and have paid into those homes. They have the most equity, 
and they have the most to lose. So Mr. Schumer, on your cap, I 
made my point. 

I am thinking about something you said in your statement about 
the middle- and upper-class people, and that they got there in soci- 
ety because of the hard work they performed. Now if you have a 
cap of 2 percent a year, as you suggested, over a 5-year period, that 
cap could be 10 percent. Would you make some comments about 
how we would tighten this up? 

Mr. Schumer. Well, Mr. Chairman, this cap is not a cap of an 
overall interest rate. If, for instance prices should go up, interest 
rates should go up to 20 percent, anyone who has a variable rate 
loan, as Fannie Mae does it now and home equity, as I propose, is 
only going to be hit 2 percent a year. 

People make a choice. When we took out our mortgage, my wife 
and I had to make a decision whether we wanted a fixed rate and 
pay a higher amount or a variable rate and start off at a lower 
amount and go up. And we made that decision, but my difficulty is 
rather a transitional difficulty. If interest rates should climb dra- 
matically in a 1-year period — they rarely climb more than 2 per- 
cent, but it has happened. People who have actually, with eyes 
open, opted for a variable rate mortgage can then actually not be 
prepared for such a huge increase in the course of a year, not make 
the necessary changes in their family budgets. 

When the vcu-iable rate mortgages came out, there was a danger 
of people being really stuck. They rejected an overall cap, but they 
said a yearly cap just to limit how quickly things could rise made 
sense and in effect the variable rate mortgage I signed for my 
home has just that provision, and I knew it was a relief to me and 
my wife Imowing that if, God forbid, interest rates went up very 
high, we couldn't in 1 year of our mortgage pa3rments double or go 
up by 50 percent or whatever. 

Chairman Annunzio. The difference between you and the aver- 
age person is that not everyone has a law degree and has some ex- 
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pertise in signing a mortgage. You know what you have signed. 
You know a variable, but my children ask me about a variable rate 
interest from the very beginning, day one in this committee. De- 
spite the fact that many of my good friends supported variable 
rates, I consistently opposed the variable rate legislation for that 
reason, because young people are not sophisticated enough to make 
that determination. 

Mr. ScHUMER. That is a disagreement we have. I would not elimi- 
nate variable rates, but I would limit the rise. I wouldn't say disclo- 
sure is enough, so I would say I am just sort of in between your 
position and the bill. 

Chairman Annunzio. All right. Now, Mr. Price, you mentioned 
something about these equity loans comparing them with second 
mortgages. At first blush, when you read some of the advertising 
on equity loans, you wonder why people don't go out and take out a 
second mortgage. It appears to be like a second mortgage on the 
home, but it is refined and it is dressed up to make it look like an- 
other beautiful gift that somebody is offering you free, but they 
don't call it second mortgage. 

Could you, for the benefit of the panel, tell us what the differ- 
ence is, some of the harm that is being done. 

Mr. Price. Well, you are right. For all intents and purposes this 
is a second mortgage and it contains the same risks for the borrow- 
er that a second mortgage would carry. There are advantages for 
many consumers. These loans have been generally offered at lower 
rates of interest. These are, in most cases, variable rate loans, but 
now the rates are low. 

They also offer an open line of credit, so they do differ from tra- 
ditional closed-end second mortgages, but the point of this bill is 
that they do put the borrower's home at risk and therefore a full 
and early set of disclosures is desirable. 

For that reason we are, in this bill, essentially bringing the treat- 
ment of home equity loans into line with the treatment of other 
a4justable rate mor^ages proposed in the Regulation Z revisions. 

Chairman Annunzio. As I mentioned in my opening statement, 
what does the consumer do that has one of these equity loans when 
the rate reaches 21 percent? What happens to this consumer? 

Mr. Price. Well, consumers conceivably could be faced with very 
difficult and threatening circumstances if that kind of drastic rise 
in rates occurred. That is a risk that the consumer incurs at the 
time of borrowing and he needs to be fully aware of it. 

Chairman Annunzio. Now in our whole social programs we have 
built certain pillars to keep our economy up. We have unemploy- 
ment compensation. We have social security. We have food stamp 
programs. All of this is to keep the pillars of our economic system 
up because, as you know, in 1982 and 1983 when we didn't have 
these pillars our economy went belly up, the whole community. 

So it seems to me what we have to do is create some kind of a 
pillar so that these people who are making these equity loans can 
understand it. Maybe sometimes frighten them, so they can really 
understand what they are up against in this particulcu* market. 

We are talking now about if the rate goes up and they have 
these 2 percent above prime loans and the prime rate continues to 
go up, and I have seen that happen right outside the suburban 
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areas of Chicago when that area went 20, to 21-22 percent. A lot of 
the large developers in the suburban areas all went out of business. 
I know that, Mrs. Seger. They went out of business, and they were 
jumping out of windows. 

Their entire life work, companies, all went under. That could 
very well happen to the homeowners in this country, and that is 
why we have to create some kind of a pillar. 

That is what I want to know. That is the purpose of these hear- 
ings, to see what the best way to go is without mandating, because 
if you start mandating you have, again, the government interfer- 
ing. Thank God the government interferred in unemployment com- 
pensation, because you see that is money that people spend, and as 
you spend money, the stores and service businesses all profit from 
that kind of money. 

It is cash that keeps flowing into the economy and it keeps the 
factories moving and manufacturing. Mr. Price, do you have any 
comments? 

Mr. Price. Well, I think the kind of advertising of these products 
we have seen does give rise to a great deal of concern about peo- 
ple's ability to make rational decisions. 

We have no indication that there are rampant widespread 
abuses. In fact, I think most financial institutions have been re- 
sponsible in the kind of information they have furnished and the 
way they have dealt with consumers. But we see some troubling 
signs of partial and misleading claims in advertising. And in gener- 
al we have a problem with people getting into these obligations 
before they are fully aware of the ramifications. The Federal Re- 
serve has already recognized that in the case of adjustable rate 
mortgages, people need to know more, and they need to know it 
earlier. 

What we are sa3dng is that most certainly home equity products 
fall into this category and that key terms of these loans ought to be 
fully known to the consumer at the time of application. Let me also 
stress, Mr. Chairman, that we have in this bill tried to identify the 
truly essential indicators that consumers need to know about. 

I don't think we are going to serve consumers well if we just re- 
quire massive disclosures that will result in page after page of fine 
print. We need to pay more attention to what the truly critical in- 
dicators are, how they can be isolated and displayed effectively so 
that people in a relatively short period of time, without lengthy ex- 

f)lanation, can see what is at stake and decide if the home equity 
oan is the best product for them. Having made that decision, the 
consumer then can compare the products offered by various institu- 
tions. 

Chairman Annunzio. Mr. Hiler. 

Mr. Hiler. Thank you very much, Mr. Chairman, I applaud the 
chairman for holding these hearings, and I want to applaud the 
gentleman from North Carolina for his diligent work in this area. 

I have several questions and maybe one comment. The chairman 
referred to the kind of pillars that help maintain society and main- 
tain the economy when we have a down turn. You mentioned un- 
employment compensation and social security, etcetera. I think one 
of the keys to both of those programs is that the employees, during 
their entire working lifetime, pay for that insurance; that they 
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take lower wages at the time that they actually put in the hours of 
labor in return for having that insurance protection under unem- 
ployment compensation or social security, so it is — they have paid 
in fact for that benefit that they get. 

The government decided years ago that some type of forced pro- 
gram in this area was necessary to provide the protection so there 
is some slight difference with this particular issue. But I think the 
chairman — I agree with him when he talks about this pillar con- 
cept. 

Mrs. S^er, it is nice to see you again. Incidentally, I appreciate 
your helping me out yesterday with some of my constituents. How 
does this bill duplicate existing regulation or existing authority 
under other law? 

Ms. Seger. Well as you know, the Truth in Lending Act that was 
passed by Congress about 20 years ago gave the Fed the job basical- 
ly of implementing a regulation which we call Regulation Z to deal 
with, you know, the disclosure of involving different kinds of con- 
sumer loans, and we have some — I am told. I am not a lawyer, but 
I am told we have some latitude already to deal with disclosures of 
home equity lines of credit. 

This is a new enough instrument that it has — and it has just 
come on in volume dramatically in the last year or two and so we 
are, as I indicated earlier, trying to feel our way along here as to 
how we should deal with it, but we do have some authority, I am 
told, to adjust requirements we now have for open lines of credit 
which is what this is. 

And the staff is going to have a proposal to the full board by 
early next month, and you know, on what changes we should be 
making that are specifically identified with home equity lines. 

Mr. HiLER. Would the Fed welcome some input or direction from 
the Congress in this matter? 

Ms. Seger. Well, I hope we are always open to input from 

Mr. HiLER. Everywhere but domestic monetary policies. 

Ms. Seger. Well, I would even listen to you on that so — it is very 
complicated and we always have to keep balancing the extent of 
the problem and the, you know, cost of compliance against the, you 
know, proposed requirements for disclosure, etcetera. And so far, 
frankly, we have received no complaints from the Fed about home 
equity lines of credit. Now we have had questions asked, you know, 
about various programs, but we have not been swamped with com- 
plaints from consumers which is sort of surprising. 

Mr. HiLER. One of the aspects of the bill is it would direct the 
Fed to come up with a kind of a consumer handbook as it relates to 
home equity loans, and I know the Fed has done this in some 
areas. 

Is this something that you can come up with fairly easy? You are 
planning to do this already or 

Ms. Seger. Here is one example where we are actually ahead of 
the curve. We have a brochure in development right now on home 
equity lines, on the wise use of them, how a consumer can make 
the judgment, you know, as to what portion of their equity they 
should put in hock, so to speak, and we are actively working on 
that already, and it is — I hope going to be sort of along the same 
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lines as our brochure on adjustable rate mortgages which has gone 
along very well. 

That is a project I had myself, and I am very interested in things 
being written in understandable English. Maybe it is because I am 
not a lawyer, and I don't understand it if it is written in l^alese, 
but we want it simple, direct, a lot of good examples and something 
that is short and something that consumers would actually read. 

It is being used very extensively. The various lenders around the 
country actually give these out when the individuals come in to 
apply for an a4justable rate mortgage, and I would hope the bro- 
chure we are doing on home equity lines could be used in the same 
way. 

Mr. HiLER. My time is expired. I have one more question which I 
would put off, but I would close with maybe a 15-second statement. 

I can see Mr. Price and Mr. Schumer have strong views on this 
legislation. I can see the outlines of the discussion that is going to 
erupt over this issue. It will take place maybe not so much in the 
subcommittee, but probably definitely at the full committee when 
we get to this discussion over whether there ought to be a limita- 
tion in the area of the amount that the variable rate could go up in 
a year or whether there ought to be some limitations on balloon 
payments, or some other limits on the terms of the loan. 

As you know, Mr. Price, Mr. Schumer is quite an active individ- 
ual in the area of legislation and our chairman is second to none in 
terms of activism. I look forward to the eventual markup of this 
legislation, both in subcommittee and full committee, as I think 
some of the arguments will become crystcdlized. I will continue to 
welcome comments from the Fed. I thank you Mr. Chairman. 

Chairman Annunzio. Ms. Pelosi, any questions? 

Ms. Pelosi. Yes, Mr. Chairman, I have a couple of questions. 
Please forgive me if they seem to be ground you have gone over in 
previous hearings. 

Mr. Price, again, I thank you for your legislation. I have a couple 
of questions. You may want to direct how they are answered be- 
cause I will just toss them out. 

As Mrs. Seger mentioned, in the 20 years since Truth in Lending, 
a lot has happened in our economy. The growing consumer debt is 
a problem. A 6 percent interest rate mortgage which 20 years ago 
might be listed on your balance sheet as a liability, today might be 
considered an asset, given the potential for mortgage rates that 
could be charged. Although I heard what Mrs. Segar was saying 
about the Truth in Lending giving you some latitude as the law- 
yers may have indicated for this, dfo you not see a need for legisla- 
tion, what with the increase in communication, and the potential 
increase in interest rates. 

Ms. Seger. Well, as I said not very clearly, we do think some 
changes need to be made, and we are looking into the particulars 
trying to, as I said, balance off the, you know, the costs of addition- 
al disclosures against the presumed benefits from them and these 
are not — I am discovering easy calls. 

I mean it is very complicated and we are — we are dealing with 
this right now. Now, again, not being a lawyer, I don't know for 
sure that we have all the authority we need under the existing law 
to do this unilaterally. I would hope that if we did have the author- 
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ity and existing law, but we thought it should be done that — I 
mean even if you weren't having this hearing, we would be coming 
to you and asking you for assistance, you know, to get the law 
changed so that we could do it, but we definitely are committed to, 
you fciow, improving the disclosure for home equity lines of credit. 
That is a commitment, and we are also committed to this brochure. 
As I said, it is underway. 

Ms. Pelosi. What would happen in regulations that you would 
write should Mr. Price's legislation pass? What would the regula- 
tions say? How would that read? In other words, what would be the 
downside for an institution that did not comply, but which contin- 
ued to — I won't use the word, mislead, but overpromise the con- 
sumer? 

Ms. Seger. Since I am not a lawyer, I may have to get some help 
from a staff person who is behind me to tell you what the penalties 
are. There are specific penalties and I know they are quite severe. 

Our legal advisor just said there are legal liabilities and so cut if 
off at that. 

Ms. Pelosi. Did you find that the truth and savings legislation 
strengthened your hand with the institutions? 

Ms. Seger. That is fair to say. I really believe we have got a lot 
of financial institutions in this country, like 14,000 and some odd 
banks and 3,600 savings and loans and I don't know how many 
thousand credit unions and I really think that most of them try to 
deal in an above-board, open way with their customers. Obviously 
there are some slime balls around at any particular point in time. 
Unfortunately that is probably what you are hearing about. But 
nevertheless, I really think that the intent of most lenders is to 
please their customers. 

After all, they are not going to be alive very long if they don't 
please most of their customers most of the time. So, I think that 
often it is a matter of drawing to the attention of the financial 
community that there is a problem and often you can cooperate 
and get some of those things taken care of in a rather easy 
manner. 

Ms. Pelosi. Thank you, Mr. Chairman. May I ask one more ques- 
tion of Congressman Schumer? 

Is your opposition to a cap on the interest rate related to the 
availability of credit? 

Mr. Schumer. I am not opposed to all caps at all times but my 
bias is let the free market work when it can. In this area we have 
many, many, many different lenders. There is hardly a oligopoly. 
They are onering many different terms, as Governor Seger steted. 
Most of the institutions are complying so that if, for instance, there 
were 15 issuers, all issuing at the same rate, and there was no 
crack in the market, I would advocate some kind of cap. 

That is not the case here and so, therefore, I don't think a cap is 
necessary. It should be a last resort, in my judgment. Not never 
used, but used sparingly and haltingly. On the other hand, in 
terms of the rises, the 2 percent per year, that is to me a different 
problem and a different situation. 

It has already been done by Fannie Mae and I think with the 
Feds approval on a4justeble rate mortgages, which are analogous 
to home equity loans. 
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Ms. Pelosi. Thank you. 

Chairman Annunzio. Mr. Schumer, as you know credit card in- 
terest rates have shot way up. From what you just S€dd, would you 
support a cap on credit cards? 

Mr. ScHUMER. It is a good question and I am sure we are going to 
be debating it rather soon. Let me say that initially I thought a cap 
was necessary, because when I started the drive on credit card in- 
terest rates just about every one was at 19 percent. Now you have 
many different companies offering lower rates, in part because of 
consumer awareness. So my inclination there, given the maxim I 
follow anyway, would be disclosure, if you have that high interest 
rates for the ones that are still charging high on every ad, every 
application, let the consumer make a choice and if competition 
isn't furthered, which I believe it will be, I would then consider a 
cap but I don't think we need a cap at this point because of the 
cracks in the market now. 

Chairman Annunzio. I am not going to rebut you at this time. 
We will save it for the Floor. 

Mr. ScHUMER. Fine. I look forward to it. 

Chairman Annunzio. I sure would like to know who these finan- 
cial institutions are who are lowering their rates to a reasonable 
rate. 

Mr. ScHUMER. Mr. Chairman, I think we probably have a differ- 
ent philosophy. You would say there are some rates too high re- 
gardless, that is why you are opposed to variable rate mortgcu^es at 
all, etcetera. I have a different philosophy than that. I don t like 
oligopoly but I don't think in barring oligopoly or monopoly this 
Congress ought to be setting rates. 

Chairman Annunzio. I think I have been very reasonable with 
financial institutions. Those charging 15 percent, I have said noth- 
ing about. I think that is a reasonable return on their money. But I 
am against, as you are, the extortion rates that are being charged. 
Institutions you find that are charging 16 or 17 percent, are very 
low in comparison to those ch£u*ging 17 and 18 percent. They far 
outweigh the people that are charging the lower interest rates. For 
that reason I became convinced that we have got to have a cap. 

Mr. ScHUMER. I understand. 

Chairman Annunzio. I won my fight in subcommittee. I didn't 
lose it at the full committee because of a gentleman's agreement. I 
would not ask for a vote. There wasn't a quorum present that day, 
you see. So now we will wait until we get to the floor of the House. 
Whatever the decision of the Congress is, that is my decision. But 
at least we have tried to make a fight. 

Mr. ScHUMER. Fine. 

Chairman Annunzio. Mr. Wylie. 

Mr. Wyue. Thank you very much, Mr. Chairman. 

I am a cosponsor of this legislation because I think it is more of a 
statement of principle than it is over-restrictive legislation. But I 
think the most significant statement that was made for me this 
morning was that this is a new enough instrument that we are not 
really sure what it is. 

I thought it was a fairly straightforward instrument up until this 
morning. You mentioned rate by surprise. Chuck. You mentioned a 
case here, Barclay's Bank of New York, and pointed out that in the 
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case of traditional first mortgages there is kind of a restriction in 
that they can't sell them in a secondary market unless there is this 
cap. Wouldn't that also applv to the home equity transactions? 

Mr. ScHUMER. No, it hasn 1. 1 think it ought to be. 

Mr. Wyue. In other words, home equity loans should be made a 
separate financial instrument. If we apply this to what you have 
found in your own experience — and you have a variable rate mort- 
gage with a cap on your own home loan; is that correct? 

Mr. ScHUMER. That is correct. 

Mr. Wyue. Then an interest rate cap would meet your objection 
as to what is happening in the home equity lending market now? 

Mr. ScHUMER. That is correct. 

Mr. Wyue. We will have to find that out. The chairman pointed 
out that in some cases you can get a line of credit through this so- 
called home equity loan and get a credit card. Now, if you get a 
credit card andf apply it to that home equity, then the charge is dis- 
closed under the Truth in Lending law already, isn't it, Governor 
Si^er. 

Ms. Seger. The credit card itself would be, yes. 

Mr. Wyue. The rate that applies to that credit card. But then, 
Chuck, if it is a home equity with a credit card attached to it, to 
use as kind of a draw or a debit card, is there a loophole there 
under the Truth in Lending law that says that rate 

Mr. ScHUMER. I think that would be, Mr. Wylie. That is another 
area to explore. I think it is a good one. Another fertile field. 

Mr. Wyue. Those are a couple of questions that occurred to me. 
The Consumer Bankers Association has a statement I would like to 
include in the record. It is m^ understanding that they asked to 
testify but the next panel which is coming up was pretty full al- 
ready and was set before they put in their request. 

I would ask unanimous consent their statement be included in 
the record at this point. 

Chairman Annunzio. Without objection, so ordered. 

Mr. Wyue. Thank you, Mr. Chairman. 

[The prepared statement of the Consumer Bankers Association 
can be found in the appendix.] 

Chairman Annunzio. Thank you, Mr. Wylie. For the benefit of 
Mr. Schumer, I would rather have him on mv side than against 
me. I want to thank all of you for your excellent testimony. We 
have been dealing with the situation where the average person 
doesn't like to admit they have a problem. Here they have paid all 
these years. They have built up all this equity, and somebody 
comes along and waves this magic wand and somebody gets a new 
car, somebody gets an education. 

That is the reason, Mr. Price, we have to let the public under- 
stand what the difference is between an equity loan and a mort- 
gage, the second mortgage. People don't like to say they have a 
second mortgage. They are as opposed to the fact their home is 
paid. They think this is some kind of sophisticated instrument. I 
have been to many meetings in my district, many social events, 
where they know I am a Member of the Banking Committee and 
chairman of the Consumer Affairs Subcommittee. They say, you 
know, Mr. Congressman, I now have an equity loan, boasting about 
it. 
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Mr. Wyue. Mr. Chairman, I don't think you need it but your 
microphone is not on. 

Chairman Annunzio. Thank you, very much. 

Mr. Wylie. Mr. Chairman, I would lie to add one caveat there. 
You mentioned the people who are making these loans. People who 
are taking out equity loans — and I think Governor Seger alluded to 
the fact there haven't been any substantial number of complaints 
so far. I certainly haven't had any. They are not dumbbells. They 
are usually people who have over the years built up an equity in 
their home and they are fairly sophisticated as far as being borrow- 
ers are concerned. 

I think that might be one aspect but I do feel like there is prob- 
ably an area here where we need to have some additional rules. 

Chairman Annunzio. That is true, but you can't ever compete 
with the sophistication of the oil companies and the big banks. 
There is no one who has sophistication once the interest rates go to 
20 percent. Sophistication goes out the window and the home goes 
out the window. What bothers me is what these banks and thrifts, 
and savings and loans, and all these other lenders are going to do 
with all these loans if, God forbid, the interest rate goes back up to 
20 percent. 

Thank you very much. Your testimony has been very enlighten- 
ing. I think we have added something to the discussion as far as 
the future of equity loans are concerned. 

The House goes into session today at 12 o'clock. About 10 min- 
utes after 12 I am managing the Mint Authorization bill, so I am 
going to leave about 12 o'clock. We will have someone else in the 
Chair. This morning I welcome all of the panelists. I am delighted 
that you are here. 

I am going to assign 5 minutes to each one of you to summarize 
your statement, and then I will ask unanimous consent that all 
vour statements in full be printed in the record. No one is going to 
bang the gavel at 5 minutes, but I would like to assign the time 
and do the very best we can under the circumstances. 

I welcome Mr. Alan Fox, Mr. Abt, Ms. Meier, Mr. Kirkpatrick, 
Mr. Pohl, and Mr. Wood to the hearings this morning. Our first 
witness will be the legislative representative of the Consumer Fed- 
eration of America, Mr. Alan Fox. Mr. Fox. 

STATEMENT OF ALAN FOX, LEGISLATIVE REPRESENTATIVE, 
CONSUMER FEDERATION OF AMERICA 

Mr. Fox. Thank you very much, Mr. Chairman, for the opportu- 
nity to testify on this legislation which the 230 member organiza- 
tions of the Consumer Federation of America regard as one of the 
most important issues facing our members. I want to commend 
Congressman Price for the introduction of this bill. Congressman 
Schumer for the valuable additional input he has put in on this 
subject and, of course, commend you, Mr. Chairman, for holding 
these hearings at this time so soon after the introduction of the 
bill. 

As some of the advertisements Congressman Price pointed to in- 
dicate, home equity lines of credit often sound too good to be true. 
There is a reason for that. Like most things that sound too good to 
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be true, that is the fact. They aren't true. Home equity loans are 
inherently dangerous game for homeowners. The homeowner who 
takes out a home equity line of credit is betting the house that he 
or she can predict what interest rates and economic conditions are 
going to be like for the next 10 to 20 years, and they are betting 
that they can do a better job than the bank or other lender that is 
offering that home equity line of credit, in a circumstance where 
not only does the lender have all the high cards, but the lender can 
change the rules any time it wants. I think the best description of 
this unequal circumstance was made bv a banker, by the president 
of the Tinley Park Bank, in Tinley Park, Illinois, when he S€dd that 
home equity lines of credit are, and I quote, "awfully attractive for 
a banker, especially a banker who doesn't care what happens 7 
years from now when his customers have run their credit line up 
to the limits with casual purchases like neckties and food proces- 
sors and can't find the cash to repay the whole thing at once", end 
of quote. I couldn't have s£dd it better than that. 

Home equity lines are dangerous to consiuners because there is 
no balance to home equity lines of credit. The lender has little or 
no risk. The consumer has all the risk. For every one of the attrac- 
tive terms that was featured in one of the advertisements Con- 
gressman Price pointed to, there is an equally unattractive feature 
that somehow gets left out of the ads and left out of the loan docu- 
ments. The advertisement promises low monthly pa3rments. The 
other side of low monthly payments is that if you make those pay- 
ments at that rate, you are incurring high indebtedness even after 
years and years of payments. The homeowner may end up owing as 
much after 10 years as they did at the beginnmg of the line of 
credit. 

Does a home equity line of credit offer easy access to credit? 
Those that do also provide easy erosion of the equity in the home. 
The home is most families largest savings instrument and we be- 
lieve Congress ought to be concerned about the conversion of the 
American home from a savings instrument to a debt instrument. 
That has profound implications for the economy and it is certainly 
something that the subcommittee should be looking at. 

The advertisements promise low interest rates. Those low inter- 
est rates are teaser rates that are generally good for only a few 
weeks or at most a few months. TTiey are replaced by variable 
rates that under current economic conditions are going to go no- 
where but up. They are generally tied to the prime rate and the 
question we should be asking is whether we are ready for home 
equity lines of credit that are tied to an 18 to 20 percent prime rate 
like the prime we had only a few years ago. 

Are the fees low? Well, some of the fees are low now but the 
terms in those contracts are subject to unilateral change by the 
banks. Home equity lines of credit are landmines. When they ex- 
plode they can destroy the consumer's home. They can be tripped 
off by any of several factors, by income loss, the equity in the home 
doesn't pay the loan. It is the consumer's income that pays the 
loan. It ought to be clear that the equity in the home protects the 
lender. It doesn't protect the borrower. 

What will happen to consiuners down the road when economic 
conditions cut incomes, when two-earner families lose one income 
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due to illness or other circumstances? That is when the complaints 
will start coming in to the Federal Reserve Board, not today when 
the rates are low and people are drawing on the lines rather than 
pa3dng them off. High interest rates can trip off these landmines. 
We found and Consumer Bankers Association found that the prime 
rate plus about 2 percent, give or take a little bit, is the most 
common interest rate used on home equity lines of credit. 

The prime is now about 8% percent. That is up IVi points just 
since the beginning of this year. It is a similar rate to what pre- 
vailed in August of 1978 when the prime was about 9 percent and 
it had also gone up by a point and a quarter in the previous year. 
It took just over 2 years after August 1978 for the prime to climb 
10 more points. 

We have not found very many home equity lines of credit that 
have any limitation on the increase in rates. The increase in pav- 
ments that would be incurred if the interest rate does go up 10 
points in 2 years or 10 points over any period of years is enormous. 
That ought to be a serious matter of concern. It is a serious matter 
of concern in other mortgages. 

Congressman Schumer referred to Fanny Mae provisions for reg- 
ular adjustable rate mortgages. The secondary market, throu^ 
Fanny Mae and other agencies, in fact has imposed a de facto 5 
percent lifetime rate cap on other adjustable rate mortgages. Very, 
very few adjustable rate mortgages being written today have any- 
thing other than a 5 percent lifetime rate cap but home equity 
lines of credit can easily skyrocket by 10 points or more if the 
prime rate takes that sort of increase. 

I have used up my 5 minutes. There is much more to say, but I 
think it is clear that Congress ought to be looking at the need for 
some action. We don't believe the Federal Reserve Board will act 
very quickly to provide the sort of disclosure requirements needed. 
They certainly won't want to provide the sort of substantive re- 
quirements we believe are needed to protect consumers against 
these very, very dangerous products. 

Thank you. 

Chairman Annunzio. Thank you, very much. 

Mrs. Meier. 

STATEMENT OF MICHELLE MEIER, COUNSEL FOR 
GOVERNMENTAL AFFAIRS, CONSUMERS UNION 

Ms. Meier. Thank you very much, Mr. Chairman. 

Chairman Annunzio. You are the counsel for Governmental Af- 
fairs of the Consumers Union. 

Ms. Meier. Yes, thank you, with Consumers Union. We very 
much appreciate the opportunity to testify here today and con- 
gratulate you for moving quickly in addressing an issue of great 
importance to all consumers. And thank you. Congressman Price, 
for introducing the first piece of legislation on this important issue. 

The trepidation with which my organization regards the prolif- 
eration of these new mortgage instruments is reflected in the head- 
ing on a major article in our November, 1986 issue of Consumer 
Reports magazine, the magazine we put out. It was, ''Should You 
Hock Your Home?", reflecting the caution with which we counsel 
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consumers in their approach to home equity lines. We think there 
are inherent risks in them. 

Looking more closely at the specific features of this inherently 
risky instrument our concern is even heightened. Both Consumer 
Federation of American and Consumers Union conducted surveys 
earlier this year in which we uncovered abusive particular features 
in home equity lines that we think, in fact, make home equity 
loans inequitable. In the Consumers Union survey we found that 93 
percent of the lenders out of 45 lenders surveyed had no rate caps, 
no rate caps at all. Consumers under these programs would be hit 
with repa3rment shock possibilities and, of course, the possible high 
risk of foreclosure if rates went as high as the prime did in 1980. 

Sixteen percent of the lenders in our survey required balloon 
pa3rments where the consumer would be required to make a full re- 
payment on the outstanding principal in one lump sum. 

One thing that was very unsuspected in the course of our survey 
was finding out from a number of lenders that they reserve the 
right in their contract document to unilaterally change the terms 
of the loan after the loan has already been closed and the loan doc- 
ument signed by both parties. We hadn't suspected to nm across 
such an obviously abusive feature when we designed our question- 
ncdre, therefore, it only came up inadvertently when we were 
almost finished with our surve3ring. So we weren't able to get a full 
sense of how pervasive this is in the course of the survey. We did 
learn from one particular spokesperson for a California bank that 
indeed, they had invoked that contract provision and changed the 
formula under which they determined the rate in 1986 and had 
gotten a number of complaints from their outstanding borrowers. 

Since that time, we have had the opportunity to look at a 
number of contract forms used by home equity lenders and have 
found these terms to be fairly pervasive. We consider this to be one 
of the most abusive features of home equity loans that are being 
marketed and consider it one of our number one priorities for Con- 
gressional attention. 

We strongly feel that Congress needs to immediately enact legis- 
lation to address what is a high risk instrument containing a 
number of major pitfalls for consumers. The full description of the 
substantive provisions that we think are required are included in 
our testimonv. I have already mentioned one priority which is 
eliminating the ability of lenders to midstream, sdter the loan doc- 
uments have already been signed, change the terms of the game by 
varying the formula under which the rate is calculated or even 
changing the repa3rment term obligations. That sort of practice 
should be absolutely prohibited. 

We also believe that there should be, as Congressman Schumer 
mentioned, a prohibition on the ability of lenders to change the 
variable rate at will by using their own internal prime to adjust 
their rates into the future — or simply their own whims. There 
should be an objective outside index that the lender '"pegs" its vari- 
able rate interest to. Of course, we also heartily endorse the con- 
cept of legislated rate caps. 

There, very happily, has been an improvement in the case of 
closed-end adjustable rate mortgages primarily due to the impact, 
the discipling impact of the secondary mortgage market which, at 
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this point, only "buys" adijustable rate closed-end mortgages that 
have lifetime caps of 5 points and 2 point periodic or annual caps. 
Since there is no secondary mortgage market for home equity lines, 
we are not likely to see this sort of disciplining effect in the home 
equity loan market. Therefore, we think it is crucial that Congress 
step in here and not wait until this burgeoning market puts any 
more consumers at risk because of rate caplessness. 

In fact, I think we should remember that when closed-end adjust- 
able rate mortgages first came on the market, a number of federal 
regulators did impose cap restrictions. Since then, the secondary 
market has taken over and caused the market to introduce cap 
limits. But with closed-end credit, we started off on a cautious note 
with legally mandated rate caps to protect consumers. Definitely, 
when we are talking about second mortgage loans, we need to have 
at least the same amount of protection. 

I believe I am also beginning to exceed my time limit. Only one 
more word on advertising. We think that the advertisements on 
home equity loans that we have seen are, in may cases, outrageous. 
Of course not in all cases. We will be doing a brief article in our 
magazine next month that describes the results of our survey of ad- 
vertisements in three markets to see how the lenders are comply- 
ing with their own trade group's guidelines which were put out 
earlier this year. 

For the most part, although we thought that the guidelines were 
commendable, they did encourage their members to fiiUy disclose 
terms in ads, those guidelines are not honored or are simply not 
honored except in the breach. So we think definitely there is a 
need for legislation here. 

Thank you, very much. 

[The prepared statement of Ms. Meier and Mr. Fox can be found 
in the appendix.] 

Chairman Annunzio. Thank you for your excellent statement. 

Mr. Kenneth J. Abt, president of First Federal Savings and Loan 
Association of Middletown, Middletown, NY, representing the 
United States League of Savings Institutions. 

Mr. Abt. 

STATEMENT OF KENNETH J. ABT, PRESIDENT, FIRST FEDERAL 
SAVINGS AND LOAN ASSOCIATION OF MIDDLETOWN, MIDDLE- 
TOWN, NY, REPRESENTING THE UNITED STATES LEAGUE OF 
SAVINGS INSTITUTIONS 

Mr. Abt. Thank you, Mr. Chairman. Members of the subcommit- 
tee. The U.S. League welcomes this opportunity to share its views 
on H.R. 3011, the Home Equity Loan Consumer Protection Act of 
1987. 

There has been a considerable amount of expansion of home 
equity loans during this past year due to the consumer interest in 
a flexible, attractively priced line of credit that, in many cases, 
allows an interest deduction under the Internal Revenue Code. 
Given that home equity lending by its nature typically involves tiie 
consumer's most important asset, we wholeheartedly agree that it 
is appropriate for Congress to review the area and explore whether 
existing consumer protection mechanisms are truly adequate. 
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It is my view that most of the concern about home equity lending 
stems from fear about what consiuners might do rather than what 
homeowners are actually doing in the market place. Our experi- 
ence is that homeowners are approaching home equity credit in 
both a cautious and responsible manner and this appears substanti- 
ated by survey data developed for the Federal Reserve Board by 
the survey research center of the University of Michigan and for 
the Consumer Bankers Association by the Mclntyre School of Com- 
merce for the University of Virginia. 

Their studies underline one of the central economic facts of home 
equity lending, namely, that lenders like this line of business be- 
cause their l>Drrowers are basically self-selected for quality. This 
quality factor, buttressed by intelligent underwriting, is the lend- 
er's primary safeguard. 

Just to cite a few statistics on the first 100 home equity loans 
that we granted at our small institution, the average age was 44. 
The average income of the family was $51,000. The average home 
value was $129,000. The average first mortgage existing was 
$21,000. Interesting to point out here that 25 percent of those home 
equity borrowers in this first 100 did not have any first mortgage. 
So they selected this home equity line of credit as their preferable 
borrowing mechanism even when they had no first mortage. The 
average loan to value ratio was 45 percent for those first 100 bor- 
rowers and they obviously were being very cautious and prudent 
about it. 

Under these circumstances, we strongly feel that the most appro- 
priate Congressional response is to insure that disclosure mecha- 
nisms are truly in place to assure consumers of this product have 
the information they need to make an informed decision. The U.S. 
League would oppose dictating other aspects of the home equity 
loan relationship such as l^islating specific rate caps, banning ter- 
mination clauses, establishing maximum loan-to-value ceilings and 
forbidding negative amortization. 

The marketplace will generate a far more useful and flexible 
product for consumers that would emerge necessarily by statutorily 
dictated terms. Given our concerns about unnecessanr intrusion 
into the home equity lending process we are gratified that H.R. 
3011 introduced by Congressman Price focuses on disclosure, re- 
flecting traditional Congressional preferences in this area. 

If the subcommittee concludes that new legislation is needed, we 
believe H.R. 3011 represents an appropriate vehicle, though certain 
modifications would be helpful, as I wHl explain in a moment. 

Our preference, however, would be for Coi^ess to defer anv leg- 
islation at this time in light of the Federal Reserve Board s on- 
going efforts. In particular, the Truth in Lending Act already man- 
dates a right of recession applicable to home equity loans secured 
by the borrower's principsd residence. Consumers are now given a 
3-day period during which they can rescind their transaction. Turn- 
ing to the modifications we believe should be made part of this bill, 
we note that the bill would duplicate a number of existing Truth in 
Lending requirements. 

We strongly urge that the subcommittee work with the Federal 
Reserve Boaixl to assure that any new legislation does not overlap 
with existing law and generate redundajit and expensive new pa- 
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perwork requirements which, not surprisingly, place the burdens 
most heavily on the smaller neighborhood community institutions 
like our own. 

Second, we urge that any special disclosure requirements should 
apply only to the borrower's principal residence. 

Third, we suggest that requirements for disclosure for home 
equity loans be made consistent with those governing closed-end 
credit. This would be accomplished by altering the bill to require 
that home equity line disclosures be made before the first transac- 
tion or within 3 days after application. 

Fourth, the bill should be adjusted to limit to the application 
stage the conspicuous segregation requirement on disclosure. 

Mfth, it is impractical to require disclosure of the APR that 
would be in effect when the credit was first extended, assuming 
they only took a small portion of their line. 

Finally, the phrase "loan at prime" does not strike us as so in- 
herently deceptive as to merit being banned, and we urge you to 
reconsider this proposed limitation. 

In conclusion, Mr. Chairman, we commend you and your col- 
leagues for the promptness with which you are reviewing develop- 
ments in this home equity loan area. I appreciate having had this 
opportunity to share our views with the committee, and I might 
add that I have greatly enjoyed spending my own professional 
career in the savings and loan business where we deal with people 
and their money and their homes. We have never offered hula 
hoop products and we believe the home equity lines of credits are 
really fine, responsible products for both the borrower and the 
lender, and I would be happy to answer any questions you may 
have. 

[The prepared statement of Mr. Abt can be found in the appen- 
dix.] 

Chairman Annunzio. Thank you very much for your excellent 
statement, but I wouldn't say that too loudly about your hula hoop, 
because I don't want to get back to the days when you offered ail 
these premiums, you know. 

Mr. John H. Wood, chief executive officer of the MassBank for 
Savings, Reading, Massachusetts, representing the National Coun- 
cil of Savings Institutions. 

Mr. Wood? 

STATEMENT OF JOHN H. WOOD, CHIEF EXECUTIVE OFFICER, 
MASSBANK FOR SAVINGS, READING, MA, REPRESENTING THE 
NATIONAL COUNCIL OF SAVINGS INSTITUTIONS 

Mr. Wood. Mr. Chairman, I am pleased to have the opportunity 
to present the views of the National Council for today's hearings 
concerning disclosure requirements for home equity loans. I cur- 
rently am serving as the chairman of the Council's Consumer 
Loans Committee. 

The National Council of Savings Institutions was formed in 1983 
by the consolidation of the National Association of Mutual Savings 
Banks and the National Savings and Loan League. We represent 
approximately 600 savings banks and savings and loans with total 



Digitized by VjOOQIC 



35 

member assets approaching $500 billion, or 40 percent of the thrift 
industry's total assets. 

Mr. Chairman, the National Council supports the approach of 
Congressman David Price when addressing the consumer's need for 
proper disclosure of terms for home equity lines of credit (HELC). 
We do, however, oppose restrictions or limitations imposed on 
home equity lending programs which in turn could adversely afTect 
lenders and the availability of the product for consumers. 

Home equity lending is an important refinement in the second 
mortgage products that our members have been offering consumers 
for some time. These loan products represent a healthy diversifica- 
tion of savings institution s portfolios since second mortgages are 
shorter term than first mortgage loans, and often carry variable 
rates of return. Second mortgages and home equity credit lines are 
financial products that today's consumer expects to find at leading 
providers of financial services. 

As many institutions have attempted to diversify into consiuner 
loan products such as car loans or credit cards, they have discov- 
ered a very competitive, crowded market. In the case of automobile 
loans, for example, the competition from captive finance subsidiar- 
ies offering ''advertised" rates as low as 1 percent is stiff competi- 
tion indeed. Savings institutions are ideally suited to offer home 
equity credit loans since well established consumer relationships 
(through first mortgage lending) and mortgage lending depart- 
ments are the foundation for good home equity lending programs. 

Home equity loans act as revolving lines of credit in which a 
qualified homeowner may draw on an established account. The 
maximum loan amount is based on two factors: the percentage of 
equity built up in the home and the ability of the borrower to 
make pa3rments. A study conducted by the Federal Home Loan 
Bank of New York on June 1, 1987 shows that most home equity 
loans made by its member banks were limited to 75.5 percent loan- 
to-value. This means that a 24.5 percent cushion of untouched 
equity is left. 

Home equity loans offer the borrower features not available with 
unsecured or traditional loans. The first important benefit is cheap- 
er rates. Since the loans are secured by real estate, the borrower 
can get funds at more attractive rates than are available for a sig- 
nature or unsecured loan. 

The second mcgor feature is convenience. Since the line of credit 
can be established at one time, and drawn down as the borrower 
needs the funds; it is easier for an individual to manage his or her 
debt than otherwise would be the case. This is a major benefit over 
the traditional second mortgage. 

Another important feature of these loans was recently added by 
the passage of the Tax Reform Act of 1986 which restricted the de- 
ductibility of interest on certain loans but retained deductibility of 
interest paid on debt secured by a taxpayer's primary and second- 
ary residence, within some limitations. 

Because the purchase of a home is the most important invest- 
ment made by most, any loan agreement which could affect such 
homeownership should be thoroughly understood and assessed by 
the consumer. 
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The National Council has supported past efforts to educate con- 
sumers on the mechanics of various mortgage products. In 1984, 
the National Council worked in conjunction with other industry 
trade groups, the Federal Reserve, and the Federal Home Loan 
Bank Board to develop The Consumer Handbook on Adjustable 
Rate Mortgages. 

As the Congress approaches the question of necessary consumer 
safeguards in the home equity lending area, it is important to keep 
certain things in perspective. First, the highly visible marketing of 
these programs is very competitive as providers of financial serv- 
ices attempt to maximize lending programs that many feel will be 
spurred on by the new tax law. However, a recent survey taken by 
the Survey Research Center (SRC) of the University of Michigan on 
behalf of the Consumer Advisory Council of the Federal Reserve 
shows that, "As of April 1987, 6 percent of homeowners had estab- 
lished lines of credit secured by their homes. In addition, 1 percent 
of homeowners had applied for such accounts but had not yet re- 
ceived approval." 

The SRC survey also shows that, "Consumer awareness of the 
availability of HELC is high (80 percent of all homeowners stated 
they knew about such accoimts). However, %oths of homeowners 
who were aware of such accounts but had not yet applied for one 
stated that they were not interested in opening such an account in 
the near future." 

Second, a major portion of the home equity lending business will 
represent a substitution of consumer debt transferred from credit 
card, automobile, boat, and other unsecured personal loans. This 
transfer of debt will represent a savings to the consumer in the 
form of cheaper borrowing costs. This is also borne out by the SRC 
study. 

As the Congress addresses the issue at hand, the Council would 
urge that no restrictions be placed on the ability of lenders to 
structure the loan product, as this will stifle market development. 
We feel a market-determined home equity loan is the best solution 
to any problems arising today. We therefore urge Congress not to 
restrict lending practices, but to allow the market to dictate a 
workable home equity product. 

We wish to commend Congressman Price for introducing a bill 
which keeps a realistic perspective on the home equity lending 
market, and addresses potential problems through better informing 
the consumer and not through the imposition of arbitrary restric- 
tions on the market. 

Mr. Chairman, I would like to thank you for the opportunity to 
appear before your subcommittee today, and I would be happy to 
answer any questions you might have. 

[The prepared statement of Mr. Wood can be found in the appen- 
dix.] 

Chairman Annunzio. Thank you very much, Mr. Wood. 

Our next witness is Mr. David H. Pohl, senior vice president of 
Gibraltar MoneyCenter, Inc., San Diego, California, representing 
American Financial Services Association. 

Mr. Pohl. 
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STATEMENT OF DAVID H. POHL, SENIOR VICE PRESIDENT, GI- 
BRALTAR MONEYCENTER, INC., SAN DIEGO, CA., REPRESENT- 
ING THE AMERICAN FINANCIAL SERVICES ASSOCIATION 

Mr. PoHL. Thank you, Mr. Chairman. I am also appearing as a 
representative of the American Financial Services Association's 
(APSA) section on real estate lending. I appreciate the opportunity 
to appear before you and other Members of the committee here 
today. 

Chairman Annunzio. Very happy to have you. 

Mr. PoHL. I want to thank you for your indication that the writ- 
ten statement that I have previously provided will be made part of 
the record here today. 

Chairman Annunzio. Without objection, all the statements of 
the witnesses will be made part of the record. 

Mr. PoHL. Thank you. 

The American Financial Services Association is the Nation's 
largest trade association representing nonbank providers of con- 
sumer financial services. This organization represents a diversified 
group of companies ranging from those operating offices which are 
small and independents owned up to those which are owned and 
operated by the Nation s largest providers of financial services, fi- 
nance services companies, retailers and automobile companies. 

My purpose in appearing here today is to present views on H.R. 
3011, the Home Equity Loan Consumer Protection Act of 1987. 

I would like to first discuss some of the distinctions in terminolo- 
gy and perspective which we encourage the Members of the com- 
mittee to keep in mind as we proceed in considering this legisla- 
tion, to mention several areas where AFSA is in alignment with 
the philosophies represented by H.R. 3011, and finally to address 
some points of concern with some of the technical provisions of the 
bill. 

First, as the terminology, as has been covered in some of the re- 
m€urks here this morning, home equity lending typically has re- 
ferred to the traditional second mortgage type of loan. Often in ar- 
ticles and discussions we hear broad brush references to home 
equity lending without making the distinctions as to home equity 
lines of credit, which are a narrower segment of this particular 
type of lending and as we all ^ow, are a relatively new and dra- 
matic development in this area of home equity lending. 

The significance of this entire topic, of course, is demonstrated by 
the size of the market today when total outstandings in home 
equity lending are estimated to be at the present time in excess of 
$225 billion, and as we have heard in home equity lines of credit, 
the outstandings in 1986 were in the range of $50 billion. 

Consumers like home equity lines of credit because they provide 
a relatively inexpensive and readily accessible means or source of 
funds. They can borrow as much or as little as they need, depend- 
ing upon the size of their credit line with the lender. They use 
home equity lines of credit to consolidate debt, to make home im- 
provements, purchase automobiles and defray educational and 
medical expenses. 

Financial institutions like home equity lines of credit because 
they attract a more upscale and sophisticated customer who may 
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continue to utilize other services which are offered by the institu- 
tion. Also the soundness of home equity lending has been demon- 
strated by the experience of financisd institutions to date. Relative- 
ly low delinquency rates support this statement as far as the 
soundness is concerned, and the statement that I provided for the 
committee contains some statistics with regard to those delinquen- 
cy rates. 

As far as our alignment on the philosophy of this legislation, 
AFSA is very active in supporting the principles of disclosure and 
advertising. We have consumer education activities which are cur- 
rently underway and which entail that loans would entail disclo- 
sure, that loans supplied by equity on a consumer's home would be 
appropriately disclc^ed to that extent, the variable rate and pay- 
ment plans should be analyzed by the consumer to see how they nt 
into one's household budget. Consumers should seek competent tax 
advice before taking out such loans and consumers should shop for 
the terms and conditions which best meet their particular needs 
before imdertaking a loan. 

AFSA also upholds a code of ethics which is a condition of mem- 
bership in the association. This code emphasizes complete and accu- 
rate advertising and disclosure of loan terms. The provisions of this 
code require that members will explain fully to customers the cost, 
terms and contractual obligations of credit transactions. Also they 
include the provision that truth in advertising will be a guiding 
principle of all promotional efforts. 

Some of the recent criticisms of home equity lending have includ- 
ed some broad brush allegations that there are widespread prob- 
lems with disclosures in advertising by financial institutions, that 
consumers are too unsophisticated to understand the consequences 
of their actions, that lenders do not disclose terms and conditions 
other than to deceive borrowers and to gain ownership of the secu- 
rity, the real estate which is securing the loan, and finally, that 
home equity lending is substantially unregulated. 

We would submit that these assumptions are false and that there 
are not widespread problems. There obviously may be anecdotal 
horror stories which can be cited to support some of the claims 
which have been made. But at the present time lenders do disclose 
terms and conditions and comply with disclosure and advertising 
standards which are set up already in existing laws at the federal 
level, as well as at the State level. 

Certainly as far as the sophistication of consumers is concerned, 
a recent study which the Federal Reserve Board sponsored which 
was conducted by the University of Michigan has supported the 
finding that consumers who participate in home equity lines of 
credit and take out these loans tend to be an upscale consumer 
having a higher median income, a higher education, for example 
that the median education in this study was 14 years with a 
median income of $40,000, and a median home equity of $70,000. 

I want to emphasize the point that I know you have heard 
before, but in connection with some of the criticisms that have 
been made, that lenders are in the business to make loans and not 
to acquire ownership of real estate which is securing those loans. 
Responsible lenders certainly look to the creditworthiness of their 
consumer. They underwrite the loan to make sure not only does 
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the person have the willingness to repay, but the consumer has the 
ability to repay the loan. 

Foreclosure proceedings generally end up in a loss of money for 
the lender. The lender ends up with a loss of opportunity to rein- 
vest those funds which are otherwise tied up in the real propertv 
and typically, a lender loses money on the resale of property which 
is acquired through foreclosure proceedings. 

Certainly the discussion of home equity lending in connection 
with H.R. 3011 takes place in a regulatory climate which already 
sufficiently takes care of the interest of consumers without over- 
burdening lenders with a cost of compliance. We have the Truth in 
Lending Act and some of the provisions have been discussed here 
today and are also discussed in my written testimony. We also have 
the advertising provisions which exist both at the Federal level and 
in many State laws, and we also have the right of rescission which 
is a very important feature provided by the Truth in Lending Act. 

A number of State laws include disclosure provisions which 
govern home equity lending and home equity lending transactions. 
There are also plain English laws in a number of States which 
apply to this type of lending. As far as H.R. 3011 is concerned, we 
are in support of the philosophy which is addressing the disclosure 
requirements and advertising of home equity lines of credit as a 
step toward achieving a balance between full consumer awareness 
of the product involved and limiting the cost to lenders for compli- 
ance. 

We do take some issue with some of the technical features which 
are covered in my written testimony that have to do with the 
timing of the disclosures which are required with regard to wheth- 
er that is required at the time of application or whether it goes to 
the time of the first transaction. The point to be involved there is 
there is a question as to whether there is an overlap or a conflict. 

In my written testimony we have discussed that more fully. 
There is a need for a clarification on that point. Also with regard 
to the reference to a $10,000 amount outstanding, we would encour- 
age reconsideration of that provision to have that referred to 
$10,000 taken out at the time the loan is initially made and the 
rate is in effect at the time of the initial transaction. 

Finally, with regard to the terminology with regard to a loan at 
prime, we do want to make sure that it is clear from the ultimate 
legislation that the use of the phrase 'loan at prime" is intended to 
specifically prohibit that expression itself and not also encompass 
any use of the word ''prime or use of the prime rate as an index 
in connection with the loan being taken out. 

AFSA is willing to work with this committee in addressing these 
concerns, Mr. Chairman. I want to thank you and your committee 
for giving us this opportunity to share our views. 

[TTie prepared statement of Mr. Pohl can be found in the appen- 
dix.] 

Chairman Annunzio. Thank you very much, Mr. Pohl, for an ex- 
cellent statement. 

Our next witness today, Mr. William T. Kirkpatrick, vice presi- 
dent of the Citizens and Southern National Bank, Atlanta Georgia, 
representing the American Bankers Association. 

Mr. Kirkpatrick. 
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STATEMENT OF WILLIAM T. KIRKPATRICK, VICE PRESIDENT, 
CITIZENS AND SOUTHERN NATIONAL BANK, ATLANTA, GA., 
REPRESENTING THE AMERICAN BANKERS ASSOCIATION 

Mr. KiRKPATRiCK. Mr. Chairman, Members of the subcommittee, 
I am William T. Kirkpatrick, vice president of Citizens and South- 
em National Bank in Atlanta, Georgia. I am also a member of the 
Consumer Credit Division Executive Committee of the American 
Bankers Association. In that capacity, I welcome the opportunity to 
present the Association's views on H.R. 3011, the Home Equity 
Loan Consumer Protection Act of 1987. 

The American Bankers Association supports the intent of H.R. 
3011 in its efforts to provide simple and understandable disclosure 
of loan terms to potential customers and to advertise home equity 
loan products in a responsible manner. 

Home equity loans provide a convenient way to access substan- 
tial amounts of credit at relatively low rates. Knowledgeable con- 
sumers prefer to have the ability to accommodate most of their 
lending needs on their own, thereby avoiding repeated visits to the 
bank. In addition, recent changes in tax legislation make these 
loans particularly attractive, because while interest deductibility is 
being phased out for most other forms of consumer credit, home 
equity loans may and I emphasize may, remain a source of tax-de- 
ductible credit for many consumers. 

Banks and other lenders like home equity loans because they are 
a secured and relatively simple form of credit. They provide good 
security for a bank, if managed prudently. Their lower cost in rela- 
tion to loan size is reflected in the attractive pricing to consiuners. 

Let me underscore the importance of prudence. The home equity 
loan is an excellent financial tool for some consumers when offered 
properly and prudently by lenders and used properly by borrowers. 
If either fails to recognize the purpose for which it is intended, the 
risks associated with easy access, rate volatility, and lack of pay- 
ment discipline, can result in credit abuse and, perhaps in some ex- 
treme cases, the loss of the home. 

Bankers and other traditional and regulated financial institu- 
tions have years of lending experience and generally adhere to pru- 
dent loan underwriting practices. Bankers base loan approval on 
the consumer's ability to repay. In other words, it is not based on 
equity alone, but on the consumer's total financial strength. 

A recent ABA survey shows that banks are using conservative 
criteria for home equity lending. According to the ABA's 1987 
Retail Bank Credit Report, regardless of size, banks commonly re- 
ported a loan to value ratio between 75 to 78 percent for both fixed 
and variable rate loans, well within the standard guideline of 80 
percent. The report also found "most banks recognize that ques- 
tionable advertising might confuse consumers. . ." The survey indi- 
cated that the banking industry is already demonstrating a strong 
commitment to responsible advertising practices. 

Like all credit instruments, home equity loans carry a potential 
risk. But the risks associated with them can be easily managed by 
responsible lenders and informed borrowers. Because of this belief, 
the ABA has pioneered public awareness efforts among the finan- 
cial services industry. Last fall, concerned that some lenders were 
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not advertising the product in the most responsible manner, the 
ABA formed a home equity task force to educate lenders. I chaired 
that task force, and in December, 1986, the task force produced a 
"Home Equity Alert Kit." It offers guidelines for responsible home 
equity advertising which we feel the entire lending industry, not 
just banks, should adopt. We distributed thousands of these kits to 
bankers and to anyone else who requested them, free of charge, be- 
cause of our commitment to responsible advertising. 

In conjunction with this lender education effort, the ABA also 
compiled a comjprehensive 700 page guide, "The Home Equity 
Lending Manual for bank officers. This publication helps bankers 
design responsible home equity loan programs. 

A next phase of the ABA's public awareness campaign was to 
produce a consumer brochure, "What You Should Know About 
Home Equity Loans.'' Giving consumers tips on both the benefits, 
and most importantly, on the potential pitfalls of these loans and it 
has been widely recognized for its candor. To date, more than 
100,000 brochures have been distributed to the public. 

This awareness effort was followed by a video press release de- 
signed to educate consumers and the media on the responsible use 
of home equity loans. Featured in the video tape are Mark W. 
Olson, current national president of the ABA who is also president 
of Security State Bank in Minnesota and Alexandra Armstrong, 
president of a renowned financial planning firm. The video was re- 
cently transmitted by satellite to more than 700 TV stations cover- 
ing every major market in the country and to date, we know that 
at least 100 of these TV stations have already used the video in 
their news programs. 

We will be happy to make these materials available for subcom- 
mittee review. 

In effect, much of what Congress is considering to require by law, 
our members have been doing on a voluntary basis and will contin- 
ue to do so. 

Nevertheless, we support reasonable disclosures of pertinent fea- 
tures of home equity financing products. These disclosures, howev- 
er, should be meaningful, easily understood, and useful for the pur- 
poses of evaluating home equity products. We welcome Representa- 
tive David Price's efforts to draft legislation to address this issue in 
a realistic way, and we would like to make some recommendations 
to help streamline the legislation and improve consiuner education 
on the responsible use of these banking products. 

Our written testimony details our suggestions for the legislation. 
However, I will briefly touch upon some of them here. 

The amount of time provided for disclosures should uniformly be 
3 business days regardless of how the application is received. Fur- 
thermore, it should indicate that the lender's responsibility is to 
mail the information within 3 business days. The current wording 
could be construed to require the receipt of the information within 
3 days. Once the disclosures are placed in the mail, we can no 
longer control when they will arrive. 

We suggest that the language also be clarified to require that ap- 
plications be written and provide some elaboration concerning the 
type of applications which will trigger disclosure. We are concerned 
about consumers preparing partially written applications and the 
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fact that those may cause compliance problems and consumer con- 
fusion over whether or not partially completed applications trigger 
disclosure requirements. 

In the area of disclosure of any fees imposed, there are instances 
when specific fee information may not be available at the time of 
application. Therefore, we suggest that an alternative be offered, 
the right to offer an explanation of how the charges will be deter- 
mined if the specific information is not available at that time. 

The general wording of the subsection also creates a potential 
problem on how to disclose some fees such as appraisal fees and 
title insurance fees. This could be remedied by granting financial 
institutions flexibility under such circumstances to disclose initial- 
ly that there are certain additional categories of fees whose exact 
amounts must be determined, and later permit them to disclose the 
exact figures within a reasonable amount of time beyond the initial 
disclosure period. 

We support the concept of providing an example to assist con- 
sumers as long as it educates them and does not cause compliance 
problems for banks. Rather than dealing with the specifics of the 
exaniple in the legislation, we suggest that the bill direct the Fed- 
eral Reserve Board to have complete responsibility for drafting the 
appropriate example with the goals of consumer education and so 
eliminate compliance problems for lenders. 

The ABA believes that providing only 180 days for both the issu- 
ance of final regulations and their implementation by banks should 
be amended to allow 180 days for compliance after the regulations 
have been finalized by the Federal Reserve Board. Otherwise, on 
such a tight schedule of legislation, there may be haste in drafting 
regulations and in compljring with new regulations. 

This increases chances of errors and unnecessary expenses. The 
result would be confused and misinformed consimiers. 

Finally, H.R. 3011 should provide that federal law supersedes 
any State law regarding or relating to disclosures and advertising 
of home equity financing products. Without this provision, States 
could create a patchwork quilt of related but inconsistent or differ- 
ent laws that ultimately could be to the disadvantage of the con- 
sumer and make disclosure compliance unduly complicated. Many 
financial institutions market home equity products regionally, and 
compliance with individual State laws would present unnecessary 
difficulties. 

In conclusion, I want to stress again the mutual concern of the 
American Bankers Association with the Congress in protecting con- 
sumers from the loss of their most important possessions — their 
homes. We believe that home equity financing products must be 
used wisely and carefully and we are committeof to seeing that hap- 
pens. 

We appreciate having the opportunity to testify on H.R. 3011 and 
look forward to our continued work with Members of the subcom- 
mittee in developing a final version of this bill. 

I will be happy to answer any questions that subcommittee Mem- 
bers may have. 

Chairman Annunzio. Thank you very much, Mr. Kirkpatrick, 
for your contribution this morning. Your entire statement will be 
part of the record. 
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[The prepared statement of Mr. Kirkpatrick can be found in the 
appenduc.] 

Chairman Annunzio. I have the authorization for the U.S. Mint 
on the floor of the House today, so Ms. Pelosi will be in the Chair, 
and Mr. Price will ask as many questions as he can of the panel. 
Before I leave, I want to express my appreciation to all of you for 
being here. Your testimony will be read carefully as we proceed in 
the carrying out of this legislation. How long it is going to take, I 
don't know. 

Some people want us to hold it up waiting for the Federal Re- 
serve Board to complete their study. The experiences I have had 
with the Board have been enthusiastic about waiting for a study, so 
I will decide with the Members of the subcommittee what we want 
to do, but I assure you that your remarks will help us— your state- 
ments will help us very much in tr3ring to get some legislation out 
of the committee. So I thank you very much for being here today. 

Mr. Fox. Mr. Chairman, I must ask to be excused at this point. I 
would be happy to answer any written questions, but I won't be 
able to stay. 

Chairman Annunzio. Thank you. We appreciate your being here 
this morning. 

Mr. Fox. Thank you. 

Ms. Pelosi. Thank you, Mr. Chairman, for the honor of chairing 
this meeting. I know you will take good care of us with the authori- 
zation bill. I am particularly interested in upgrading the San Fran- 
cisco assay office to a mint. I look forward to the House taking 
action on that today. Thank you, Mr. Chairman. 

Ms. Pelosi. (presiding.) Has Mr. Hiler left? We will begin with 
you then, Mr. Wylie. 

Mr. Wylie. Thank you very much. I have too many questions. I 
think that the panel discussion here this morning has been very 
educational and informative. I would like to have — I think you, Mr. 
Kirkpatrick, since you have some experience with this, tell me 
what is the difference between a home equity loan and the tradi- 
tional second mortgage? 

I thought I knew. I thought when I started here this morning 
there wasn't any difference, but the more I listen, the more con- 
fused I get on it. 

Mr. Kirkpatrick. Congressman Wylie, basically the difference is 
the traditional fixed rate second mortgage that most people are fa- 
miliar with came about 20, 25 years ago where someone would go 
in and borrow $5, $10, $15,000 dollars for a fixed period of time at a 
fixed rate with a fixed monthly pa3rment. They would pay that off 
in 60 months, 74 months, be out from under the obligation and the 
debt would be paid in full. 

The new consumer product, the home equity lines of credit are 
variable rate reusable sources of credit where a consumer would go 
in and establish a line for, say, $20,000, might draw down $5,000 
for college education this year, pay on that loan for 2 or 3 years, 
but then have the ability 2 years down the road to draw down an 
additional $10,000 or $5,000 to pay for additional education without 
having to go back and refinance and pay additional fees. 

So it gives the consumer the ability to have basically at their fin- 
gertips access to monies secured by the equity in their home and 
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based on their financial strength to pay for borrowing needs that 
will require a visit to the bank normally down the road. 

Mr. Wyue. Basic difference, then, m a second mortgage, they 
needed money to finance the house or pa3rments on the house. 
They did need the money 

Mr. KiRKPATRiCK. Not necessarily. It would be a fixed reason, 
say, you want to go in and borrow $10,000 to put in a swimming 
pool. 

Mr. Wyue. I ask the question advisedlv there. What if we de- 
fined this home equity loan as a traditional second mortgage? 

Mr. KiRKPATRiCK. I am sorry, sir? I didn't 

Mr. Wylie. I say what if we define the home equity loan so that 
it is in the traditional sense of a second mortgage? 

Mr. KiRKPATRiCK. I think most of the advertising, sir, that ABA 
has seen and that we do genercdly indicates that there is a secured 
lien position on the borrower's dwelling and therefore we do adver- 
tise it as a second mortgage. 

Mr. Wyue. Do you have a comment on that, Mr. Pohl? You ad- 
vertise it as a second mortgage, but it is not a second mortgage. 

Mr. Pohl. I think. Congressman WyUe, the experience in the in- 
dustry so far today is that the traditional second mortgage has 
been addressed as a home equity loan emphasizing a simple pur- 
pose transaction as opposed to the home equity line of credit, as 
Mr. Kirkpatrick indicated, which has particular access. 

It tends to be treated and disclosed as a transaction secured by 
an interest in real estate by the equity in the consiuner's home, so 
I am not so sure that, if I imderstand your question correctly, tibat 
any further regulation or legislation with regard to advertising of 
traditional second mortgage lending is necessary in that reg£u-d. 

Mr. Wyue. What about that, Ms. Meier? I see you have your 
hand up, and I was just coming to you. I am concerned that if your 
suggestions are implemented m law we might be overloading the 
circuit. Aren't most of the suggestions vou make in the form of 
misrepresentations already against the law now and aren't rules 
and regulations already in place against the kind of misrepresenta- 
tions that you would suggest are being made with reference to 
home equity loans? 

You can answer that and then answer comments of Mr. Kirkpat- 
rick or both. 

Ms. Meier. Okay. Actually my responses are interrelated. There 
is fairly comprehensive regulation right now enacted under the 
Truth in Lending Act on closed end credit regarding both advertis- 
ing and disclosures. And in fact there is pending now a very im- 
firoved disclosure regarding closed end adjustable rate mortgages, 
t has been on the burner for a long time now, but we are hoping 
that sometime in the next few months it will become effective. 

But the open-end regulations have been very weak historically 
and remain very weak primarily because for a long time the main 
type of open-end credit has been credit cards. There hasn't been 
such a need for the full blown disclosure in that area as there has 
been with closed credit, particularly since open-end credit with 
credit cards hasn't involved your home as security. 

So we think that there is much, much need to m fact bring open- 
end credit — ^home equity loans involving both mortgages and an 
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open-end line — in line with the closed end credit regulations. So, 
frankly, I don't see anv problem having the bill address closed end 
and open-end just off the top of my head. 

I would have to look more closely. There might be some technical 
problems, but I think just doing that, putting open-end credit on 
par with closed end credit in terms of disclosure would go a long 
way toward improving 

Mr. Wyue. Do you support the Price bill in present form report- 
ed out of the Banking Committee? 

Ms. Meier. We would definitely like to see some improvements 
in it. 

Mr. Wyue. That doesn't answer my question. 

Ms. Meier. Well, it is not — I am just not faced with that situa- 
tion. We will be working toward improving the bill. At this point I 
think it doesn't go far enough. I don't know. The timing of the dis- 
closures in the bill is something very importsmt. I think that Con- 
gressman Price and our organization and Consumer Federation of 
America are in agreement about the need to have the timing corre- 
spond with the improved timing in the regulation that is now pend- 
ing that I mentioned earlier regarding closed end adjustable rate 
mortgages. But right now the bill doesn't really go that far. 

What it does is this — if the application is not submitted in 
person, the disclosure must be made within 3 days after applica- 
tion. Now, that is good, but it is no significant guarantee because 
at that point the consumer already is going to have submitted his 
application, gone through that process, paid fees, but still not 
gotten the important disclosures. So that is one area of improve- 
ment that we would like to see. 

Again we think that it is terribly, terribly crucial that there be 
something eliminating this ability of lenders to change terms. 
Some of my co-panelists have mentioned that their banks have in- 
troduced rate caps, but those rate caps aren't going to help consum- 
ers if 5 years or 2 years down the road — because the lender is 
facing that rate cap and wants to get out of it— he just accelerates 
repa3rment on the loan and closes it out and requires the borrower 
to refinance, to open up a new home equity loan. This is what is 
allowed under those terms. 

Mr. Wyue. My time is expired. Mr. Abt had his hand up. Maybe 
you want to address that. 

Mr. Abt. I want to comment just briefly on the concept of second 
mortgage and open line of credit. I think it is very important that 
this product not be labeled a second mortgage because, as I indicat- 
ed, in our own statistics 25 percent of the borrowers don't have any 
first mortgage at all. They perceive this to be a very attractive way 
to borrow with their home as security, and borrowing on very fa- 
vorable terms. 

I think it is very important we not put this in the second mort- 
gage class fix, because it is something much more than- 



Ir. Wyue. You favor passage of H.R. 3011 if it came to the 
House in the present form? 

Mr. Abt. Yes, we do favor passage of that with the method fixes 
that we recommended in our testimony, and that we have submit- 
ted. One point on that: The savings and loans and those regulated 
by the Federal Home Loan Bank Board are required currently to 
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provide disclosure on open-end credit, unlike those in other sys- 
tems, so we are already actively involved in giving disclosure right 
up front to home equity borrowers. 

Mr. Wyue. Thank you, Madam Chairman. 

Ms. Pelcnsi. Thank you, Mr. Wylie. I would like to recognize the 
author of the bill, Mr. Price. 

Mr. Price. Thank you. Madam Chairman. I would like to ask a 
couple of questions, first, to Ms. Meier. Ms. Meier can you elabo- 
rate on exactly what you would have us do with respect to advertis- 
ing. You have suggested some expansions of the advertising re- 
quirements, but I wonder if you could go into more detail at this 
point. 

What are you suggesting that each advertisement of this product 
should contain, at a minimum? 

Ms. Meier. A lot of what we think are required additions in the 
advertising area overlap with what in fact the ABA has recom- 
mended in its guidelines on advertising to its members. They in- 
clude disclosure of fees — of all the fees, including title insurance 
fees, closing costs, etcetera. 

They also in their guidelines recommend disclosure of rate cap 
information. Neither of those two areas of disclosure are currentlv 
required under Truth in Lending. We would also like to see in ad- 
vertisements disclosure of the fact, if applicable, that a balloon pay- 
ment is required. 

And there are some other things that are a bit more technical 
that we would like to see addresi^ in the legislation that would 
undo what has been the interpretation of Truth in Lending by the 
Federal Reserve Board, vis-a-vis Reg Z. 

For example, Reg Z only triggers the additional disclosures that 
are now required in advertisements if certain conditions are met. 
And they include a disclosure in the ad of periodic rate, annual 
rate and a couple other terms. If periodic rate, annual rate or a 
certain other term is disclosed in the ad, then additional disclo- 
sures are required. But, for example, regs right now have a strange 
dichotomy between affirmative disclosures in the ad and negative 
or silent disclosures in the ad. 

For example, if the ad says you have to pay an annual fee of $10, 
then that disclosure triggers the additional disclosures, but if the 
ad says you don't have to pay any annual fee, then the additional 
disclosures aren't required. We think that that is an anomalous 
distinction that doesn't make very much sense. We would like to 
see that eliminated. 

A few other aspects of Reg Z we would like to see change by ex- 
plicit legislation. 

Mr. Price. But the trigger concept 

Ms. Meier. We agree with that. We would just like to have it be 
a little bit more sensible so that any specific term of the program 
disclosed in the ad would trigger additional disclosures. That would 
include a few more things than what is now required, but mainly 
they are limited to what the ABA is now encouraging its members 
to disclose. 

Mr. Price. So you have no problem with the aspects of the bill 
that enlarge the use of that trigger? 

Ms. Meier. No. 
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Mr. Price. But there does seem to be a fairly long list of mandat- 
ed advertising disclosures that you would want to impose, and I 
wonder if that would apply to radio ads and billboards also? 

Mrs. Meier. Frankly, I have to say when we developed our rec- 
ommendations, we were thinking of print media. We would simply 
have to put our heads together again to address the question of 
electronic media because we do realize that there are just temporal 
limitations with that form of media and we did tailor what we 
thought were important disclosures in the context of the Truth and 
Savings bill last year according to the form of the media. We cer- 
tainly think that would be a reasonable approach here so we would 
be happy to get back to you on that. 

Mr. Price. So you are not attempting to eliminate or make im- 
possible a billboard advertisement, for example? 

Ms. Meier. No. Let me just say we really have not flushed out 
the various forms of media. Our recommendations to date have 
been limited to the assumption that we are dealing with print 
media, newspaper advertisements, that sort of thing. And I would 
be happy to get back to you to bring forth our recommendations 
when you are talking about different forms of media with greater 
limitations. 

Mr. Price. It does seem clear, though, that your approach would 
be to include in the advertisement some of the information that 
this bill places in disclosures at the time of application. 

Ms. Meier. Well, actually maybe we have a fundamental dis- 
agreement there. I think that what we have recommended for ad- 
vertisement inclusion is minimal. We definitely think that the bill 
should allow the consumer to rely primarilv on the up-front disclo- 
sure that will get into all the details and that will include or have 
with it, accompan3dng it, the informative brochure. And in fact we 
were even, before formally responding to the bill, among ourselves 
saving let's tailor our advertisement recommendations mainly to 
eliminate misleading and false advertising. 

We think we have been very modest in our advertisement recom- 
mendations. 

Mr. Price. But the trigger concept is designed to do that, right? 
If required periodic pa3rments are mentioned, for example, then 
you have to go into more detail as to the terms. 

Ms. Meier. That is one aspect in which we have attempted to be 
modest in our advertising proposal. 

Mr. Price. But the trigger concept, as I understand it, is designed 
to prevent one-sided or misleading claims. It is not designed to say 
such and such has to be in every ad. 

Ms. Meier. Always has to be disclosed, that is correct. 

Mr. Price. Let me ask you about your index proposals. On p€ige 3 
of your testimony, you suggest that lenders be required to base 
their interest rate charges on an index or other variable out of the 
control of the lender. Consumers Union has done a very useful 
survey of the kind of indexes that lenders are now using. 

I believe the figures you came up with were that the Wall Street 
prime was being used by about 58 percent of the lending institu- 
tions, the bank's own prime by 16 percent, and other indexes by 
lesser niunbers of institutions. I wonder what the possible alterna- 
tives are. 
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We can readily understand that it is undesirable that a bank be 
able to apply an index to a home equity loan in isolation. However, 
isn't there a difference between an index based on a bank's prime 
rate and one which is arbitrarily set by the bank for home equity 
loans exclusively? 

Ms. Meier. The objection is that the banks own prime rate isn't 
something that is externally verifiable. It is a matter of record, in 
fact, only between the lender and the borrower at prime. In fact, 
we have had complaints that were somewhat misdirected in coming 
to our office, but I have heard complaints from small businesses 
who claimed that banks represented to them that they were get- 
ting the prime rate and they foimd out through the grape vine that 
another bank got a lower rate. Both borrowers had had it repre- 
sented to them that they were getting the best, the prime rate. So 
it is just not something that borrowers can rely on as a rate that 
will fluctuate with market rate conditions. 

And, again, it is not something that borrowers can verify as, in 
fact, rising internally when it is rising as the index for their home 
equity loan. They simply can't verify that. They will only be faced 
with an increased pa3rment amount and rate obligation without 
having any objective way to verify that the peg rate, in fact, had 
increased. 

Mr. Price. Mr. Kirkpatrick, or any of the other banking repre- 
sentatives, I wonder if you can comment on that. 

Mr. Kirkpatrick. Well, Congressman, we believe that the index 
prime rate that we use, for example, at C&S is posted in the Atlan- 
ta Journal Constitution. Whenever there is a fluctuation one way 
or another, we advise our customers in their periodic statements of 
any increase in the prime rate. 

Mr. Price. Could you tell me what you peg your home equity 
loans to? 

Mr. Kirkpatrick. Ours is pegged to the C&S prime rate which 
currently is 8.75 percent. 

Mr. Price. How do you feel about a restriction on the kind of 
index that you could use with respect to this home equity product? 

Mr. Kirkpatrick. Well 

Mr. Price. Do you see any potential for abuse in the completely 
open-ended system we have right now? 

Mr. Kirkpatrick. Well, I would think Congressman until we are 
able to see what proposals were made as to what indices would be 
available to us, it would be hard to answer that right now. 

Mr. Price. Well, we do have a proposal — I guess the Wall Street 
prime is your preference, Ms. Meier? 

Ms. Meier. Actually, no. We do not — our recommendation isn't 
that legislation specify any particular index, but that it generally 
prohibit use of an index that is not outside the control of the 
lender. This, in fact, is a requirement of at least one Federal agen- 
cy's regulations regarding adjustable rate mortgages generally. 

So we wouldn't specify the Wall Street prime. We would simply 
say negatively that a lender can't use an index that is within its 
own control. 

Mr. Price. How likely is it, though, that a bank in determining 
its prime rate — which, of course, serves all sorts of functions and 
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all sorts of products — how likely is it that this prime rate would be 
manipulated simply to deal with home equity loans? 

That would be my question. Aren't there internal safeguards 
that would prevent your hypothetical abuses? 

Ms. Meier. I think there is some pressure in that area, but that 
doesn't eliminate the problem of verifiability. Consumers can't 
know whether or not the prime rate that is applicable to a totally 
different class of borrowers has increased when the lender claims 
in connection with the home equity loan borrower that it has in- 
creased. 

It doesn't eliminate that problem. 

Mr. Price. Do any of the banking representatives want to speak 
to the question of verifiability or about the availability to consum- 
ers of information about the prime rate or any other index at a 
given point in time? 

Mr. Wood. Congressman, in our case we do use the Wall Street 
Journal prime which is outside of our control. I concur with your 
point that the prime rate used by a bank serves a multiplicity of 
functions. If that bank individually moves its [prime] outside of the 
market range, then they are going to be subject to the movement 
of a lot of their commercial loans to banks who have a lower rate. 

It is my understanding that the Metzenbaum Amendment to the 
Competitive Equality Banking Act that was recently passed is 
going to require that all of these adjustable rate loans have a ceil- 
ing set on the maximum rate which will take effect on all loans. I 
believe that this in a sense, will be a way of moving into a verifia- 
ble ceiling. This will set the parameters within which the bank can 
change the rate on their loans. Therefore, if the banks select an ar- 
bitrarily high ceiling, outside of the marketplace offering, then it 
would seem reasonable that they would not draw as many custom- 
ers to their product as competitors with lower ceilings. I think this 
has been the case in the first mortgage market where — totally 
without any regulation, but because of the conditions of sale in the 
secondary market and market pressures, the banking institutions 
making first mortgage loans have generally come up with ceilings 
that are attractive in the marketplace and keep customers coming 
to them. 

In most cases, I think that these range in the 2 percent per year 
or 5 or 6 percent cap over the life of the loan. It seems to me that 
in the home equity field market pressures will be coming in the 
months ahead and will bring about this same kind of control over 
the maximum price that will be charged for home equity loans, due 
to the Metzenbaum requirement. 

Mr. Price. Could you elaborate a little further, Ms. Meier, on the 
use you are making of the Fannie Mae analogy in terms of rate 
caps. 

Ms. Meier. Fannie Mae guidelines on the adjustable rate mort- 
gages that it will buy are that they must contain a two point peri- 
odic rate cap and a five point lifetime cap. 

We are happ^ to see that they adopted these guidelines and, in 
fact, it has dilsciplined the primary market in closed end adjustable 
rate mortgages toward offering loans that fit those characteristics. 

Mr. Price. Isn't this undertaken because of the nature of the sec- 
ondary market? Doesn't this market place a premium on predict- 
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ability and stability, so there would be trouble marketing these 
loans otherwise? 

Ms. Meier. I am not sure what you mean. Do you mean just in 
the standardization? 

Mr. Price. Yes. 

Ms. Meier. Sure, I agree with that. 

Mr. Price. No one is assuming that there is going to be a sizeable 
secondary market in home equity loans. 

Ms. Meier. Right. That is exactly our point, which is that the 
secondary market because of its requirements of a two point-five 
point rate cap has then disciplined the primary market to offer 
loans that fit those requirements so that primary lenders will be 
free to sell loans either immediately or at some point in time to the 
secondary market. But without any secondary market in home 
equity loans, that disciplining effect of the secondary market will 
not apply to the primary market, the home equity loan market. 

In other words, without any secondary market in home equity 
loans requiring loans with rate caps, you won't have home equity 
loan lenders dealing directly with consumers trying to conform 
with guidelines that don't exist, so there won't be that pressure in- 
fluencing the market. 

Mr. Price. I don't understand exactly what you are sajring about 
the desirabilitv of a secondary market developing. Are you saying 
that a secondieiry market is somehow desirable in home equity 
loans, per se, or that you would welcome that development simply 
because it would lead to likely capping of rates? 

Ms. Meier. The latter. I mean, I don't think — at least I don't 
think it is relevant to this discussion whether or not it would be 
desirable, per se, to have a secondary market in home equity loans. 
But if there were one, that adopted the same sort of criteria as the 
secondary market in closed end ARMs has adopted, that would at 
least obviate to some extent the need for some legislated rate cape 
because the secondary market would influence the primary market 
to react reasonably by incorporating caps. 

Mr. Price. In the meantime, though lending institutions would 
be incurring a greater risk with statutory caps because a secondary 
market does not exist. 

Ms. Meier. Well, our analysis here is the same really as with 
closed end adjustable rate mortgages. And, in fact, we think it is 
the thought process or the analysis of the investors in the second- 
ary market in explaining why the secondary market has gone to a 
five point rate cap requirement. That is, any lender is always going 
to have to balance rate risk, the risk that rates will increase over 
the life of the mortgage, with default risk, the risk that if rates in- 
crease to such an extent, you will have an increasing number of 
borrowers who can't make the pa3rments required by that increased 
rate. 

The five point rate cap is a fine balance by lenders between those 
two forms of risk. There is still enough play of five points for lend- 
ers to be able to increase the rate to keep up with increasing bor- 
rowing costs, put a cap so that the borrowers will not be suddenly 
hit with pa3rments that they can't meet and default, thereby put- 
ting lenders at risk. 

Mr. Price. Mr. Abt. 
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Mr. Abt. Yes, I would like to comment on this Fannie Mae rate 
cap. I do not think it would be appropriate to have home equity 
loans controlled in such a fashion. First of all, Fannie Mae's cap on 
adjustable loans: Adjustable loans represent a very small portion of 
what they purchase and, for instance, many other lenders around 
the country offer much more attractive adjustable rate loans than 
those offered by Fannie Mae. 

That is why they don't buy very manv. So I don't think we 
should be looking to that as an example of what should happen in 
home equity lenmng. 

Mr. Price. Well, that was the question I was raising — what does 
that say, the fact that Fannie Mae has imposed those conditions? It 
clearly says something clearly about the requirements of the sec- 
ondary market. But is it logical to take that as a model of what 
conditions ought to be legislated to protect the consumer on a 
wider range of products? 

Mr. Abt. I don't think so. 

Ms. Meier. But don't you think it says something about Fannie 
Mae's analysis of the wisest point at which to balance interest rate 
risk and default risk? 

Isn't it arbitrary otherwise? 

I mean, wasn't there some motive of lender interest involved 
there? 

Mr. Price. Well, I will ask our banking representatives. What 
would be your account or explanation for what Fannie Mae has 
done? 

Mr. Abt. Obviously, they can set the parameters for what they 
want to buy in the marketplace, but the fact that they have pur- 
chased such a small percentage of adjustable rate loans with those 
caps suggests that there is something better out in the market- 
place that the consumers are bu3dng, and I think, again, here we 
agree totally — disclosure. Consumers should know exactly what 
they are getting into and the various aspects of the product. 

But in no way should we be dictating to the consumers some arti- 
ficial standards such as Fannie Mae adopted. It is not pro-con- 
sumer. 

Mr. Price. Mr. Abt, let me turn to you now and ask you to elabo- 
rate on a couple of aspects of your testimony. You have some nice 
words to say about the bill before us, but then you go on to say 
that your first preference would be for Congress to defer any legis- 
lation at this time in light of the Federal Reserve Board's ongoing 
efforts in this area. 

On what grounds do you urge us to defer action? 

We have heard testimony today and certainly you are aware of 
manv of the gaps in the current laws disclosure requirements. I 
think H.R. 3011 is a straightforward way of strengthening the law. 
First, we are moving the required disclosure to an earlier point in 
time before the borrower incurs irreversible obligations. 

We are also strengthening the advertising requirements by re- 
quiring that if you are going to talk about tax deductibility, you 
must give a more balanced account of what that deductibility actu- 
ally involves. 

And if you are going to talk about periodic pa3rments, then a 
lending institution must give the full story on rates. Finally we are 
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sa3dng that there are a number of features in home equity loans 
that really aren't covered by present disclosure requirements, since 
they were meant to pertain to credit cards and not to mortgages. 

There should be a statement about the risk of one's home. If ap- 
plicable, there should be a statement that the creditor has the 
right to change the terms of this loan. If applicable, there should 
be a statement as to the end result of making interest-only pay- 
ments. 

What on earth is objectionable about those straightforward re- 
quirements and why should we defer action until we see what the 
Fed is going to come up with? 

We have some indications of what they are looking at in the pro- 
posals they have out for ARMs, and we have considered that in 
drafting this bill. Congress is now having its say about what those 
standards ought to be and we are also anticipating difi^culties 
before they arise. 

I think we have had some very encouraging testimony that there 
are not reports of widespread abuses. Why not anticipate problems? 

Why not get some sensible disclosure requirements in place? 

On what basis do you suggest that we really ought to defer our 
legislative duties? 

Mr. Abt. Well, first of all, I want to commend you for taking the 
initiative in Congress to look into this. 

I think this hearing today in itself is bringing out a lot of ideas 
that would be really appropriate for the future of home equity 
lending. 

I thmk our feeling in regards to the Federal Reserve — first of all, 
they participated in this process today. They said that they were 
listening very carefully to what was being developed in this hear- 
ing. 

They are also under the gun to come out with a proposal based 
on the Competitive Equality Banking Act that was just passed, so 
there must be some decisions made. They must come forward with 
these proposals. 

Some seem to suggest that possibly based on some past experi- 
ence they might not come out with the proposals. 

We feel strongly the onus is already on them to issue specific 
proposals in this area and we would want to be sure that there 
weren't overlapping and conflicting considerations between what 
might be passed in a bill by Congress and what the Fed is propos- 
ing to do anyway. We have no quarrel whatsoever with the direc- 
tion that this subcommittee is looking into, the direction of disclo- 
sure that you are proposing. 

We just think it is important that in this process it be clear and 
understandable, both by those providing the credit and those re- 
ceiving the credit. 

Mr. Price. Well, let me just say that we have consulted with the 
regulators in developing this proposal and certainly we intend to 
consult closely with them in marking up the bill. 

I commend the Fed for what they are doing. I also think, though, 
that there is ample precedent for rather detailed congressional in- 
volvement in setting these standards so it seems to me ideally that 
this is a cooperative process and there is no reason for Congress to 
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hold back and wait for this rather protracted process of review by 
the Federal Reserve to completely run its course. 

On another matter: on page 3 of your testimony, you have some 
brief remarks about the ''termination at will" clause, stressing that 
these kinds of clauses are longstanding features of consumer credit 
arrangements. 

I think for the ordinary consumer these clauses are unsettling. 
They raise red flags and create a good deal of alarm. So under- 
standably, some are proposing that we should in some way restrict 
those kinds of clauses. 

Could you elaborate on your defense of that kind of provision? 

Mr. Abt. I don't think anyone would say a loan that lasted in 
perpetuity is something that would be reasonable in this world 
where everjrthing changes, including the borrower's creditworthi- 
ness. We are talking here about a credit line that is not necessarily 
exercised immediately, or all at one time. Years may pass before it 
is fully exercised, and the lender must be able to evaluate or re- 
evaluate circumstances and the borrower's continuing ability to 
repay. What if, for example, the secured property were somehow 
dainaged by fire or flood or earthquake? What if the borrower were 
struck by a personal bankruptcy or other misfortunes? Circum- 
stances change, and the lender must protect against that. 

We look at the lending from the savings and loan side as being a 
long-term business. We are not in this to put a loan on the books 
today and be out of it tomorrow, so, therefore, we have a responsi- 
bility if we are going to be in this business on a long-term basis to 
be very fair with the consumer and not to do things that are being 
suggested— could happen arbitrarily. 

Tliere is just no evidence that this has happened in the past. We 
have had loan termination clauses in basic lending agreements for 
decades and I don't hear anyone commenting on what the problems 
have been. 

But I think our desire is to be in this business, to be a source of 
credit to homeowners a long time into the future; as we have point- 
ed out — this is the prime lending market in this country. 

Two-thirds of the country are homeowners. They are very con- 
servative, they are very responsible people, and we want to be re- 
sponsible on the other side, and I just don't envision any problems 
with the termination clause. 

If we do, we are going to be out of that business we want to be in 
long term. 

Mr. Price. So there are severe market pressures that would 
make you extremely reluctant to invoke such a clause. You say 
this kind of clause has been invoked very rarely with other kinds 
of products. If that is true, and you are so certain of that, why 
insist on your right to include such clauses? 

Mr. Abt. I think just because you can't make — you have to have 
an agreement that has certain terminations to it. As I said in the 
beginning, you can't have an agreement that goes on forever. 
There has to be some point in time when an agreement between a 
borrower and a lender could be reviewed. Again, I would suggest 
that the marketplace itself would always prevent a lender from 
doing anything that certainly would be extremely detrimental to 
their position in the marketplace, as well as the borrowers. 
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Mr. Price. Ms. Meier, do you have a comment? 

Ms. Meier. I would just like to point out that the standard 30- 
year mortgage is one that lasts as long as the remaining lifetime of 
many home equity borrowers. So we already have situations where 
lenders are willing to commit themselves to fixed terms over a long 
period of time. 

Ms. Meier. And particularly since we have variable rate features 
on these loans where lenders are able to continue with a set 3deld 
in the face of changing market conditions, that should be enough 
for lenders to guard against future changes in the market, without 
having these escape clauses. 

Mr. Price. Mr. Abt, what kind of termination points do home 
equity loans now typically have? What is the common practice? 

Mr. Abt. We grant our home equity loans for a 15-year term. The 
line of credit is outstanding for the entire 15 years. There is a 
clause in the contract that allows a termination at the end of 5 
years. 

But we have no intention of calling loans in 5 years. We fully are 
granting a full 15-year line of credit to the customer. 

Mr. Price. And that termination point is considerably short of 
what is found in most first mortgages? 

Mr. Abt. Well, I think if we reflect back on the second mortgage 
environment that we were talking about earlier, I think a high per- 
centage of the loans that were granted for 15 and 20 years over, 
let's say, the past 10 to 15 years, did have a 5-year call provision. 
That was a call provision in the second mortgage type lending that 
has been on the books. 

Mr. Price. Thank you. I wonder if we could turn briefly to Mr. 
Kirkpatrick. We are rushing here, but I would like to ask you a 
couple of questions that will, I think, help us in our subsequent 
work on this legislation. 

I particularly want to ask you to elaborate on your testimony on 
page 5 regarding the deadline that lending institutions face in 
making fuU disclosure. As you know, the Federal Reserve's current 
proposal on adjustable rate mortgages also requires earlier disclo- 
sure. The standard it sets, I believe, is: when the application is fur- 
nished to the prospective lender or when a non-refundable fee is 
pcdd, whichever comes sooner. That, I believe, is the standard that 
is out for review now with respect to adjustable rate mortgages in 
general. 

Is that a standard that you find unrealistic or objectionable? 

Mr. Kirkpatrick. No, Congressman, not unrealistic. We just be- 
lieve with the ch€uige in fees and the determination of the line 
amount that it is necessary for us to make, sometimes the applica- 
tion process, when the borrower first comes in, we may not be read- 
ily able to determine at that point the appropriate fees that are 
going to be charged and we would just like to have sufficient time 
to prepare and mail to the borrower within 3 days the correct fees 
based on the line requested or what line we feel we can grant, or if 
there is still some question at the end of 3 days, waiting for the 
appraisal or the credit qualifications to determine the line amount, 
in such cases such as taxable income to provide those — at least pro- 
vide the borrower how those fees are determined so they will know. 
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Mr. Price. Do the objections that you have raised here today 
apply equally to that Federal Reserve proposed standard? 

What I am getting at is this. Are there good reasons to pose dif- 
ferent requirements for home equity loans than what we pose for 
ac^ustable rate mortgages in general? 

Mr. KiRKPATRiCK. The reason the testimony has tried to allow for 
3 days is that right of rescission utilizes a 3-day business period 
and disclosure requirements currently on first mortgage loans pro- 
vided 3 da3rs for disseminating information to the borrower also. 
The ABA was trying to get a consistency there with 3 days. 

Mr. Price. All right. This, of course, gets into some technical 
matters that we will need to discuss with you as we develop the 
final draft. But in general, you do approve of the idea of earlier dis- 
closure and, in particular, of disclosing terms to prospective bor- 
rowers before obligations are irreversibly incurred? 

Mr. KiRKPATRiCK. Yes, sir. The ABA supports that fully in your 
bill and we believe that an informed borrower is a banker's best 
ally. 

Mr. Price. Madam Chairman, I have one further question. It has 
to do with preemption of State laws. I would like to turn to Mr. 
Pohl here because I think his testimony deals most extensively 
with that. You talk about State disclosure requirements affecting 
almost every phase of home equity loan transactions. I wonder if 
you could elaborate on that, or if any of the other witnesses could, 
for that matter. Does anyone have systematic evidence as to the 
extent of State regulation in this area already and what your expe- 
rience has been with it? 

Mr. Pohl. Thank you. Congressman Price. The statement with 
regard to State disclosure laws was alluding to legislation that ex- 
isted in a niunber of States which does effect lending transactions 
which are open-ended in nature and typically those State laws will 
require a specific breakdown, as disclosure of the relevant terms of 
the lending transaction. From that standpoint, we feel that there 
already is existing legislation in place which addresses the topic. 

As tar as that legislation preempting anything which might be 
undertaken through your proposed bill, obviously that would be 
something we would point out just as a point of avoiding conflict to 
provide lenders and consumers with some certainty as they go for- 
ward in these transactions. 

Mr. Price. Do any of the witnesses have specific experience with 
State law, or any generalizations you could make about action un- 
derway in the Stetes and what your institution's experience has 
been with State regulation of these loans? Ms. Meier? 

Ms. Meier. I haven't looked into this. I don't know. 

Mr. Price. How does your organization feel about the preemption 
of Stete laws? 

Ms. Meier. Generally we are very wary to preempt Stete laws, 
particularly if the preemption would not have an exception in the 
case of laws that better protect the consumer. For example, in the 
check holding legislation that recently was enacted, we strongly 
supported allowing Stete check hold laws that had time schedules 
that were shorter than the Federal legislation to remain on the 
books even after passage of the legislation. We believe generally 
that consumers, whether it be by Stete law or Federal law, should 
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be protected as strongly as possible. We would be very reluctant if 
there were a preemption pi'ovision. 

Mr. Price. Do the rest of you defend State preemption? Anyone 
wish to respond? 

Mr. Abt. We would favor Federal preemption. 

Mr. Price. I mean Federal preemption. Any particular reason 
that it is important in the case of this legislation? 

Mr. Abt. Well, I think it is important for uniformity. We have a 
marketplace that is more than just nationwide today. It is world- 
wide. But I mean, I think, dealing with disclosure on home equity 
loans would be appropriately dealt with, the same terms, the same 
conditions on a nationwide basis. 

Mr. Price. That obviously is an issue we are going to have to 
deal with as we approach markup. Madam Chairman, I have im- 
posed on your patience. I appreciate the chance to question the wit- 
nesses fully. I appreciate also the fine testimony we have heard 
today and the responsiveness of all of our witnesses to the ques- 
tions that I and other subcommittee Members have had. 

Ms. Pelosi. Thank you, Mr. Price. If you have any further ques- 
tions, would our witnesses be available to receive questions in writ- 
ing? I know this subcommittee may have other questions for Ms. 
Meier and for the gentlemen representing the financial institu- 
tions. 

As you know, consumer protection is very important to the work 
of this subcommittee, to our full committee and, of course, to the 
Congress of the United States. Consumer debt is a problem which 
we are facing. Mr. Price's legislation gives us an opportunity to dis- 
cuss a disclosure of the mechanics of protecting the consumer from 
getting in over his or her head. It also gives us a chance to discuss 
some of the caps, the arms, and the other parts of the body of a 
lender. Some of our questions will relate to issues which will be 
helpful to us in further deliberations of this subcommittee and also 
of the full banking committee. 

I want to thank the witnesses for their testimony today and ask 
them if they have any further statements they would like to make 
in closing, in light of Mr. Price's questions? You may be receiving 
some questions from us in writing. Thank you again for being here 
today and for your testimony. The meeting is adjourned. 

[Whereupon, at 12:55 p.m., the subcommittee was adjourned.] 
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APPENDIX 

STATEMENT OF THE HONORABLE NANCY PELOSI 

ON THE HEARING FOR H.R. 3011 

THE HOME EQUITY LOAN CONSUMER PROTECTION ACT OF 1987 

OCTOBER 6, 1987 

MR. CHAIRMAN: I AM PLEASED TO PARTICIPATE IN THIS HEARING FOR 
H.R. 3011, AN IMPORTANT PIECE OF LEGISLATION OF WHICH I AM A 
COSPONSOR. ONE OF THE SIGNIFICANT ROLES THIS SUBCOMMITTEE PLAYS 
IS ONE OF CONSUMER PROTECTION. H.R. 3011 IS A STRONG PIECE OP 
CONSUMER PROTECTION LEGISLATION WHICH MERITS OUR ATTENTION. 

HOME EQUITY LOANS ARE RAPIDLY BECOMING A POPULAR FORM OF 
BORROWING. IN MANY CASES, HOWEVER, IT IS UNFORTUNATE THAT THE 
CONSUMER INTERESTED IN SUCH A LOAN HAS NO CLEAR IDEA OF THE 
CONDITIONS OR THE ULTIMATE COSTS OF SUCH A LOAN. H.R. 3011 WOULD 
ENSURE THAT CONSUMERS ARE GIVEN THE OPPORTUNITY TO COMPARE LOAN 
TERMS OFFERED BY DIFFERENT LENDING INSTITUTIONS, AND AT THE SAME 
TIME, ENSURES THAT CONSUMERS ARE ABLE TO SEE READILY THE 
POTENTIAL IMPACT OF INTEREST RATE INCREASES ON MONTHLY PAYMENTS. 

TESTIFYING HERE TODAY IS A RANGE OF WITNESSES REPRESENTING 
CONSUMER GROUPS, AS WELL AS FINANCIAL INSTITUTIONS. I LOOK 
FORWARD TO THEIR TESTIMONY AS TO THE IMPACT OF H.R. 3011 ON THE 
GROUPS AND INTERESTS THEY REPRESENT. THANK YOU. 
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Chairman Annunzio, and members of the Subcommittee, I 
appreciate the opportunity to appear before you today. I am 
grateful to you for scheduling hearings so promptly on H.R. 
3011, the Home Equity Loan Consumer Protection Act of 1987. 

Home Equity loans have become the latest financial craze. Much 
of the increasing popularity of these loans is due to the Tax 
Reform Act of 1986 which phased out the deductibility of 
interest on other consumer loans while leaving it in place for 
loans secured by one's home. 

Banks have marketed this product heavily, and I have brought 
four examples of these advertisements with me today. As you 
can see, each of these ads prominently displays one feature of 

these loans a low interest rate, or a discount on 

settlement fees, or fixed monthly payments. As a consequence, 
a consumer is faced with a dazzling array of possible loan 
terms and conditions. 

Unfortunately, under current law, that consumer may never be 
advised about the essential features of his or her home equity 
loan until it's time to sign the final agreement. Currently, 
under Regulation Z, a comprehensive set of disclosures is only 
provided when credit is extended to the borrower. While these 
disclosures are necessary, they fail to give consumers key 
information at a time when it would be useful for comparing 
products at different institutions. Furthermore, a consumer 
may have already paid a nonrefundable fee and never seen 
important provisions of the loan. 

H.R. 3011 will help the consumer place these loan options in 
perspective. Regardless of what first interested a consumer in 
home equity loans, H.R. 3011 will require that at the time of 
application a consumer will be given a series of key 
disclosures which will enable him or her to make a sound 
judgement about these loans. 

These upfront disclosures are designed to give consumers 
information in two critical areas. First, the disclosures will 
give a consumer the ability to evaluate whether a home equity 
loans is the best financial option for them. This is crucial 
for any product which potentially places one's home at risk. 
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Secondly, if the consumer decides to go ahead and take out the 
loan, H.R. 3011 will give the consumer vital information with 
which to compare home equity products offered by various 
institutions. 

H.R. 3011 will ensure that disclosures about the interest rate 
and fees are given to consumers at an early date. The bill 
also requires a financial institution to disclose whether its 
loan product has annual and lifetime caps on interest rates, 
and to present an example which will let consumer see the 
potential impact of a rise in interest rates on their monthly 
payments. These early disclosures will also include a series 
of statements about features of the loans, like interest-only 
payments, which may have drawbacks for certain consumers. 
Finally, the Federal Reserve will be required to develop a 
pamphlet which will be furnished to prospective borrowers. 
This pamphlet will give detailed information about home equity 
loans and discuss their relative advantages and disadvantages. 

My concern with the timing of the disclosures is consistent 
with the Federal Reserve Board's proposed changes to Regulation 
Z (Truth-in-Lending) regarding closed-end adjustable rate 
mortgages (ARMs). The most significant change to Regulation z 
would be the requirement that more information be given to 
consumers about ARMs at the time of application. 

I believe there are good reasons to develop parallel 
requirements for home equity loans. This treatment makes sense 
since basically home equity loans are second mortgages. The 
main difference is that home equity loans are an open line of 
credit whereas most traditional mortgage products are closed 
end lines of credit. This difference allows consumers to 
borrow and repay against their home equity line as needed 
rather than receiving a fixed lump sum at one point in time. 

However, the difference between ARMs and home equity loans 
should not obscure the necessity, in both cases, of informing 
consumers early on about the risk to their homes and the terms 
and conditions of the loan. This emphasis on early and 
complete disclosure of key loan conditions is the essence of 
H.R. 3011. 

H.R. 3011 also recognizes that there have been some problems in 
the advertising of home equity loans, and I have included some 
provisions to remedy them. For instance, an advertisement, 
like American Security Bank's, which features a monthly payment 
amount, would currently not be required under Regulation Z to 
reveal such terms of the loan like the annual percentage rate, 
which is now incompletely disclosed in the fine print of the 
ad. My bill will ensure that any periodic payment amount 
mentioned in an ad requires additional disclosures on the part 
of the lender. 

The bill also outlaws misleading terms like free money which 
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consumer groups have pointed to as being used in ads. And, it 
requires any advertisement which mentions the tax deductibility 
feature of these loans to also clearly and conspicuously state 
that such interest expense may not be completely deductible for 
all taxpayers. 

In formulating this bill, I have discussed and considered 
proposals from both consumer and industry groups. This 
legislation has grown out of these discussions, and the result 
is a bill stronger for the consumers and more workable for 
financial institutions. I look forward to working with 
subcommittee members as they proceed with further consideration 
of the bill. 

I do, however, want to take this opportunity to discuss an area 
where I believe no change should take place. I am opposed to 
any change which would mandate restrictive requirements like a 
specific annual or lifetime cap on these loans. 

This would be a mistake because it would not be keeping with 
the intent of this legislation. This legislation is designed 
to bring home equity loans up to the same standards as other 
mortgage products. It should not place burdens on these loans 
which do not apply to other loans. 

I also believe with regard to caps on home equity loans, the 
Congress has recently expressed its opinion. The Competitive 
Equality Act of 1987 requires a creditor to establish a 
lifetime cap of their choosing on the interest rate of a home 
equity loan. 

But most importantly, I am concerned about the impact of a cap 
on other customers of the banks, particularly low and moderate 
income consumers. Home equity loans are mainly a middle class 
and upper class phenomena. Data from the University of 
Michigan's Survey Research Center have shown that home equity 
borrowers have a higher median income and education than home 
owners generally. 

If home equity loans were capped — as "protection" for middle 
and upper income borrowers — institutions could be forced to 
shift costs to other customers — many of them low-income 
borrowers who need a car loan or similar financial assistance. 
Variable rate loans represent a contract between the bank and 
the customer. The customer receives lower rates than on a 
comparable fixed rate loan in exchange for taking on the risk 
of possibly higher rates in the future. My bill is designed to 
ensure that a consumer is fully informed about the risk and 
benefits of these loans but will not encourage cost-shifting by 
restricting home equity loans more than other loan instruments. 

I favor a good strong disclosure bill because it will help the 
home equity borrower without harming the other customers of the 
bank. 



Digitized by VjOOQIC 



61 



Finally, I believe there is ample proo£ that our colleagues on 
the Banking Committee, and throughout the House agree with the 
approach embodied in H.R. 3011. Currently, I have 52 
cosponsors of my legislation including 24 other members of the 
Banking Committee. It is a bipartisan group of sponsors, and 
with your help we have a real chance to move quickly and put in 
place a disclosure bill of real benefit to the consumer. 

I am grateful for the support I have received, and I look 
forward to continuing to work on this legislation with this 
subcommittee and other interested parties. 

Thank you, and I would be happy to respond to questions from my 
colleagues. 
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I want to begin this morning by thanking Chairman Annunzio 
for holding this important hearing on Home Equity Loans and for 
inviting me to testify. As usual. Chairman Annunzio is at the 
forefront of this consumer banking issue. 

I would also thank Congressman Price for his leadership on 
this issue. Mr. Price has shown in his short time in Congress to 
be a great ally of consumers in his Banking Committee duties. It 
has been a pleasure working with him. 

Mr. Chairman, at a time when consumer debt has risen to 
record levels, we are seeing yet another hot banking product that 
could put many consumers over the brink. This new product is 
called the Home Equity Loan. Banks have been pushing them with 
all their advertising dollars and consumers are lining up to 
apply for them. But Home Equity Loans have several potential 
pitfalls if a consumer is not completely aware what they are 
buying. That is why these hearings are so important and that is 
why Congressman Price's legislation is so important. 

The biggest problem is something that I would call "Rate 
Rise Surprise" . Too few consumers are aware that many Home 
Equity Loans have a variable interest rate that has no ceiling. 
Most of these loans carry an interest rate that is tied to an 
index. The problem is that the index is often very high. Even 
worse is that some banks use an index that is in control of the 
bank board and thus not necessarily based on the true cost of 
money . 

For example, Barclays Bank of New York offers a 'Home Equity 
Loan that has a variable rate but has no publicly available 
index. The index is determined by the board of the bank. Since 
Barclays has no rate cap, the interest rate can potentially rise 
out of sight even if the cost of money has not increased. 

The problem of rate rise surprise is made even worse by the 
advertisement of super low "teaser" rates that only apply for the 
first few months of the loan. 

Another potential pitfall of the Home Equity Loan is 
"Balloon Crunch". Many banks offer temptingly low interest rates 
and payment schedules at the beginning of the loan only to slam 
the consumer with one lump payment in some later year. 

American Security Bank of Washington and Manufacturer's 
Hanover Trust of New York offer Home Equity Loans that allow for 
interest-only payments on the loan for the first ten years of the 
loan. After ten years the entire amount of the loan is due in 
one lump payment. 

In a particularly bad case. The Bank of Contra Costa in San 
Francisco offers a Home Equity Loan that allows the consumer to 
pay only 1.5% of the balance for five years and then requires a 
balloon payment of the entire amount of the loan. And the 
minimum line they extend is $25,000. So the final payment could 
sink almost any family. 
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Perhaps the most troubling trend in the marketing of Home 
Equity Loauis is that the consumer is rarely given the whole 
picture in advertisements and solicitations for the product. 

Although many ads for Home Equity Loans tout the supposed 
tax deductibility of the loans and they scream about the loans 
being "free money", there are often key facts that the banks 
don't advertise. 

Citizens Sayings Bank in Washington has run ads that go to 

great lengths to advertise that its interest rate is fixed for 

three years. What the ad does not say is that after 15 years the 
loan results in a balloon payment. 

The Bank of the West in California loves to advertise all 
the great things that a Home Equity Loan can provide money for, 
but it makes no mention of its interest rate, its index or its 
big balloon payment. 

Congressman Price's legislation goes a long way toward 
dealing with the major problems I outlined. It clarifies that 
Home Equity Loans are subject to the same disclosure requirements 
under the Truth in Lending Act that other mortgage instruments 
are. 

The Price legislation takes the important steps to ensure 
that the rate of interest and how that rate is calculated or 
adjusted In the future, are all clearly disclosed to the consumer 
at the time of application. 

The Price bill also mandates that certain warnings be given 
to the consumer before they take out the loan. These warnings 
about the danger of interest only payments, potential home loss 
and the potential interest rate increase, are all necessary to 
give borrowers the whole story before they borrow. 

There are, however, areas of consumer protection where I 
would go even further than Congressman Price. I agree with Mr. 
Price, that the main thrust of any Home Equity Loan legislation 
should be disclosure. In addition to the strong provisions 
already contained in the Price bill, I feel it is important to 
disclose the index, the timing and nature of future rate changes, 
any annual fees and other payment terms in the advertisements for 
the loan. I would also require that the possibility of a huge 
balloon payment be disclosed. 

Clear disclosure of these items in ads will allow potential 
borrowers to comparison shop much easier and it will also put a 
chill on the many deceptive ads we have seen. 

I would also make it illegal for any bank to be in control 
of the index that will be used to calculate the changes in the 
interest rate. If the interest rate on a Home Equity Loan is 
going to be variable, then it should be a publicly available 
index, not some arbitrary number that is changed at the whim of 
the bank. 

To further protect the borrower, I would make interest only 
payments on Home Equity Loans illegal. Interest only payments, 
ones that retire no principal, have the advantage of allowing for 
very low monthly payments. The problem is that if a percentage 
of the principal is not paid off as the loan matures, the 
payments in the closing years can be devastating and a family can 
lose their home. Home Equity Loans should be repaid in a way 
that allows them to be fully paid off over a fixed term. 
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I would also add a provision that would outlaw what I call 
"Surprise Balloon Payments". Surprise Balloon Payments occur 
when a lender decides that they want to close out a Home Equity 
Loan, so they call in the outstanding balance. 0£ten lenders 
reserve this right in the contract. As I mentioned above, the 
possibility of a balloon payment should be clearly outlined in 
the advertisement, the application and the contract. I would 
also make it illegal to call in the loan before it has matured, 
unless the borrower has been delinquent. 

Finally, I would like to see a annual cap on the eunount that 
the interest rate on a Home Equity Loan may increase. An annual 
cap of 2%, the eunount used by Fannie Mae, would be correct. The 
cap would protect the consumer from huge swings in interest 
rates, while allowing lenders to make a substantial profit on the 

These changes that I would make should not overshadow the 
basic consensus that exists on the subject of Home Equity Loans. 
There is a feeling in Congress, that consumers are being led into 
the Home Equity Loan market without enough information and 
protection. There is agreement that the advertising of this hot 
new banking product has often been deceptive and sometimes 
outrageous . 

I hope that the this subcommittee will continue to give 
careful consideration to these still emerging problems. Given 
the past record of you, Chairman Annunzio, I am sure that will 
happen . 

Thank you again for the opportunity to testify before you 
this morning. 
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I appreciate the opportunity to appear before this 
subcommittee to discuss home equity lines of credit and H.R. 
3011. The proposed bill would amend the Truth in Lending Act to 
require creditors to provide consumers with more information 
about home equity programs in advertisements and in initial 
account disclosure statements. 

The information that we have regarding home equity 
lines of credit shows that there has been a substantial growth 
in this type of credit since 1984, with outstanding balances 
totaling approximately $40 billion at the end of 1986. We 
believe that the total may now be as high as $65 billion and 
could reach $75 to $80 billion by year-end. 

This rapid expansion is probably attributable to 
several factor?. For example, the plans have provided consumers 
convenient access to credit at interest rates that are relatively 
low compared to other means of financing consumer spending. Tax 
laws phasing out the deductibility of interest for nonmortgage 
consumer debt have made home equity loans more desirable to tax 
conscious borrowers. In addition, competition among financial 
institutions to offer diverse financial services to their 
customers has resulted in vigorous marketing of home equity 
lines, often at low introductory interest rates and discounted 
fees. 

Recently, the Board and other bank regulatory agencies 
changed the reporting requirements for credit secured by real 
estate to provide more complete and accurate information on 
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household borrowing through home equity lines of credit. This 
change should provide more accurate information for an important 
segment of the market, and enable us to better gauge the growth 
of this type of credit and the effect it is having on other 
consumer borrowing. In addition, the Board has conducted 
consumer surveys this year to gather information that will allow 
us to better understand consumer usage of home equity lines of 
credit. 

During the past year, the Board has received inquiries 
from financial institutions, trade associations, consumer groups, 
and the Congress concerning home equity lines of credit. Nuch of 
the debate has focused on the current disclosure requirements for 
these loans, and whether these requirements are adequate. The 
sponsors of H.R. 3011 have sought to address some of these 
concerns by introducing legislation to require additional 
disclosures for home equity loans. At the same time, the Board 
has been reviewing its current regulatory requirements, with the 
goal of ensuring that consumers receive sufficient information 
prior to contracting for this type of credit. 

Legislative Proposal 

H.R. 3011 would amend the Truth in Lending Act to 
establish additional disclosure and advertising requirements for 
open-end credit plans secured by the consumer's dwelling. 
Currently, the Truth in Lending Act and Regulation Z treat home 
equity lines of credit like other types of open-end credit plans. 
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As a result, creditors are required to disclose how the finance 
charge will be determined under the plan, what other charges will 
be imposed, the security interest being taken, and the consiuner's 
billing rights. 

The proposed bill would require creditors to give more 
extensive and detailed disclosures. For example, it would 
require more disclosures concerning the annual percentage rate, 
including, if applicable, a statement that no limit on annual 
rate increases exists. The bill would also add an example, based 
on a $10,000 amount outstanding, showing the payment terms under 
the plan and how changes in the annual percentage rate could 
affect payments under the plan. In addition, the proposed bill 
would call for disclosure of the creditor's ability to 
unilaterally change the terms and conditions of the plan, a 
statement that the consumer risks losing his or her home in the 
event of any default, and a disclosure that interest-only 
payments increase the cost of the loan since they do not reduce 
the principal owed. Creditors would also be required to give 
consumers a pamphlet that is to be prepared by the Board. These 
additional disclosures would generally have to be given at the 
time of application, which is earlier than current requirements, 
and would have to be segregated from other information, which is 
once again a departure from current Truth in Lending requirements 
for open-end credit. 

The proposed legislation would also add a new 
advertising section to the Truth in Lending Act for home equity 
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lines. Currently, a creditor is required to make certain cost 
disclosures in advertisements only when **any specific terms of 
the plan" are included in the advertisement. Regulation Z 
limits **specific terms" to items that are required to be 
disclosed in the initial disclosures. The bill would add a 
reference to a periodic payment amount as a term that requires 
the advertisement to include additional disclosures. The bill 
also would require, under certain circumstances, a disclosure 
regarding the tax-deductibility of interest paid on home equity 
lines, and would prohibit creditors from referring to home equity 
loans as "free money" or a "loan at prime." 

Possible Regulatory Action 

Since home equity programs are more complex than other 
types of open-end credit plans, and pose a greater risk to 
consumers if they fail to understand the terms and conditions of 
the plan, the Board, like the Congress, is concerned about 
whether the existing disclosure requirements under the Truth in 
Lending Act and Regulation Z ensure that consumers receive 
adequate information about these types of loans when they 
contract for a particular plan. In our review of H.R. 3011, we 
find that the Congress has identified many of the issues that we 
ourselves have targeted as major areas of concern that possibly 
could be addressed through regulatory action. 

During the past year. Board staff has been considering 
the issue of home equity lending within the context of Truth in 
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Lending disclosure requirements. In addition, the Board's 
Consumer Advisory Council formed a subcommittee at the beginning 
of this year to look into the issue and has discussed it at its 
past two meetings. The staff's analysis indicates that the 
current regulatory requirements for open-end credit may not 
adequately reflect the complexities that are present in most home 
equity programs. Specifically, the staff has focused on the 
content, timing, and format of the disclosures required under 
Regulation Z as possible candidates for regulatory change. At 
this time. Board staff is preparing a proposal that would amend 
Regulation Z to address these issues and expects to present their 
recommendations to the Board sometime next month. Although the 
review is still in process, and neither the staff nor the Board 
has made any firm decisions about what can and should be done, I 
would like to share with you some of the particular issues we 
have been con elder ing. 

Under current requirements, when a home equity plan is 
opened, a creditor need only give those general disclosures that 
I previously outlined. Creditors are not required to disclose 
certain items, such as their right to unilaterally change the 
terms and conditions of the plan, or the possibility that a 
balloon payment may be required as part of the plan. It is 
conceivable that Regulation Z could be amended to require 
disclosure of these features. There also may be a need to 
require more disclosures in home equity line advertisements. 
Some questions raised in this regard include whether "teaser" 
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rates are adequately disclosed as only lasting for a limited time 
period and whether disclosing a payment term in an advertisement 
should require disclosure of other material terms, such as the 
annual percentage rate or fees to be charged under the plan. In 
considering any additional disclosure requirements, however, the 
Board is guided by the principle that disclosures should provide 
consumers with essential information, without overloading them 
with less important information or unnecessarily raising 
creditors' compliance costs. 

Another area we have identified as one to look into 
concerns the timing of disclosures. Regulation Z currently 
permits open-end credit disclosures to be given anytime prior to 
the first transaction. . In the case of home equity lines of 
credit, therefore, consumers, in many cases, do not receive 
disclosures about the terms and conditions of the plan until 
closing. Since most home equity credit plans involve large 
up- front fees and tend to be more complex than other types of 
open-end credit, an argument can be made for requiring disclosure 
of the fees, terms, and conditions of such plans at an earlier 
time in the credit process. 

Finally, concern has been expressed that consumers may 
not fully understand the terms and conditions of the programs. 
This concern may be due, in part, to the complexity of these 
plans and the fact that the underlying contracts could run 
several pages in length. Currently, Regulation Z does not 
require any special format for open-end disclosures. As a 
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result, in most cases, the disclosures given for these plans are 
not segregated from the contractual provisions or highlighted in 
any standard manner. We believe that consumers should be aler-ted 
to the most important terms and conditions of the plans for which 
they contract. To the extent that the current regulatory 
requirements fail to meet this goal, it might be necessary to 
require that disclosures about these plans be segregated from 
other information. 

The Federal Reserve Board shares the goal that 
consumers receive adequate information at a relevant stage of the 
credit process when they contract for home equity loans. We 
believe that it is particularly important that consumers 
understand these programs since they arguably pose a greater risk 
because of their complexity, the large credit lines generally 
involved, and the possibility of losing one's home. Therefore, 
we look forward to working with you on this Important subject. 
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Consumer Bankers Association (CBA)* appreciates the opportunity to make a 
statement on H.R. 3011 and the subject of home equity lending generally. 

The CBA positicm is a very simple one. Home equity loans and lines of 
credit are proving to be ftmcmg the niost popular and useful financial products In 
A genera tion. They afford consumers Hnancia Icjuidity and fleiffb llty never 
before po^SibT^, AvaHable evidence indicates that consumers are us^ng them 
prudently. Home equity credit 1 already subject to significant regulation, 
both as to diiclostire and i& to terms and practices and further regulatory 
proposals are being considered at the Federal Reserve Board. 

Our view, therefore. Is that overly restrictive new legislation on home 
equity credit Is unneeded. At best, congressional consideration should be 
limited to minor modlficfl ions of the existing disclosure scheme, such as are 
proposed fn H,R 3011 introduced by Congressman David Price of North Carolina. 
Even here, the staff of the Federal Reserve Board is 1 ready developing a 
parallel package of recomwndations o^ this subject that may render congres- 
sional efforts preFDature and duplfcative. In any event, our testimony will show 
that present circumstances warrant nothing more than the earlier disclosure of 
essentf;! credit shopping information. 

I. ErroTTeous Presumptions Must Be Laid to Rest 

Initiatives to Impose substantfve restraints on home equity lending 
practices are based on a number of erroneous presumptions. These range from 
mi sirnders landings of tbe nature of open-end lending practices In general and 
home equUy loans in particular, to outright mistakes and mischaracterlzatlons 
concerning the applkabflUy of existing state and federal disclosure and 
consumer protection. laws. 

They also evidence a pervasive bias that must be laid to rest Immediately. 
That the notion that home equity borrowers and lenders together are bent on 
rushing blindly and even Irresponsibly toward the brink of financial ruin. This 
notion is totally insupportable when one reviews current consumer usage 
patterns, delinquency and default rates, and industry credit granting standards 
and practices, educationa efforts and foreclosure experiences. 

It Is Important to focus on the essence of the home equity line of credit 
(HELC) relatfonshlp. Consumers, already involved in purchase money mortgage 
financing, gai further access to their own assets , lenders » ha vine Identi- 
fied the characteristics cf stability anct maturity that define the ideal lending 
risk and the core of desirable customer base, coimlt to honor SLbstan'.ia 
credit requests at favorable Interest rates on an extended, open-ended basi*. 
Tlif relationship Is consuimated on:y after the lender gives detailed 
contractua disclosures and only after the consumer declines to cancel the deal 
durinr f th-^t-day cuo ng-off pericd prLi-fd.d by federal law Ir short, this 
Is a popular, pro-consume'" financial service entered Into witn foreknowledoe 



* The Consumer P^nkers Association was founded in 1519 to provide i progressive 
voice for the »e-a*l bcnking Industry. CBA represe-'ts app-oximately 700 
federally Insured banks, savings and loans and credt unions that hold more than 
80 percent of all consumer deooslts, and more than 70 percent of all consumer 
credit held by federally Insured depository institutions. 
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and deliberation by a financially experienced borrowing public. 

The demographic profile of this HELC service underscores these points. 
During the spring of 1987, the Survey Research Center (SRC) of the University of 
Michigan studied the subject on behalf of the Division of Researcb and 
Statistics of the Board of Governors of the Federal Reserve System. In the 
summer of 1987, the Center for Financial Services Studies of the Mclntlre School 
of Coniherce the University of Virginia conducted a vastly more detailed 
wrv^ ort the subject on behalf of CBA covering 302 financial institutions In 47 
states. The results of each survey are strikingly similar where comparable 
questions were asked. Survey results are parenthetically referenced below by 
descriptive initials (i.e., SRC or CBA). 

The average consujuer borr^iwer is between 35 and 49 years of age (CBA). The 
borrower's household Income equals or exceeds $44,000 (CBA/SRC) That borrower 
has worked for the same employer for 8 years, owned a home for over 9 (CBAK and 
tends to be better educated than the average homeowner (SRC). Less than lOX of 
the households surveyed by SftC hid e1t)ier appHed for or held a HELC. Finally, 
of the SP' of homeowners surveyed who acknowledged their availability, nine- 
tenths indicated no Intention of opening a home equity credit line in the near 
future (SRC). 

The maturity and dellberatloti of the borrowing public is further reflected 
!n HELC usage patterns » The mo%l frequently Tientioned reason for borrowing was 
for hone improvement$ [C6A/SflC). Debt E:QrT$ondat1on was the second aio$ 
frequently mentToned reason (CBA/SRC)* About SI of the finaucial InstHuttons 
Cited major purchases, pergonal Investments or educational expenses as the most 
fVequent usages of horrow^d funds fCBA). Finally, 311 of HELC borrowers indi- 
cated no account usage to date, more than haTf reported no use in the preceding 
six months and one-fifth had used their accounts Just once (SRC). 

CredHors surveyed substantt ted this sobriety in usage patterns. The aver- 
age creditor held $11,800,000 In approved lines but only S6. GOD. COD in actual 
H£LC outstandings fCBA)* Only one-fifth of all hone equity borrowers surveyed 
indicated that they had used more than half of their credit line fSRC). Credi- 
tors offering variable rate HELCs ndicate that their typical borrower has drawn 
down no more than 57X of the available credit Mne (CBAj» 

The deliberation and prudence with wh ch borrowers approach HELC borrowing 
is matched by that of creditors granting those privileges While the maximum 
loan-to-value ratio u»ed by the average creditor \i 7GX« the average variable 
rate H£LC is granted at a loan-'to-value factor of 7«ss than 701 fCBA), In fact, 
this conservative rati inc udes both fir$t mortgage debt and the approved HELC 
(CBA), Further, if you look only at present outstandings (as opposed to 
approved HELCs), this factor shrinks to only 57J (CBA) I The effective result of 
these factors is that the aver^^e variable rate HEIC equals less than 1/? of the 
tota home equity of the average homeowner [CBA)»* We also note that ov^r 70t 
Of variable rate HELC approvals are based either on a fw apprafss or mrnlcl 
pa tax absessnent ^CBA), Finally, most creditors reported strict tred t review 
procedures on at least an annual periodic basis after opening a HELC relation- 
ship (CBA). 

Ultimately, the care and conservatism with which borrowers approach HELC 
usage and creditors address HELC lending is nowhere better reflected than In the 
ow rate* of HElC delinquency anc foreclosure. The rate of HEL de inouencies 
mort than 3D: ess than that of all consumer credit (CBA). About 11 of all 
HELCs were <}e npuent v'over 30 days) 1r. 1986, as compared tc 1.5? of all 
constmer debt other th?n unsecured credit cards) (CBA). Inclusion of credit 
ca-d dc'rrobencies wotU txpint t-u differential appreciably. Also, cnly 14 uf 
t^e 302 ir5t.c;;t1ons su-veyec -eported any foreclosures In 198C.' This repre- 
sentee approximately l.£ forecicsu'-es per reporting Institutioi . 



'^nt app'-s^sec ve^ue of the average house was $84,975, and the oi:tstanding 
balance cr the ^Irst mo^-tgage was id4.9SS, leavino average zoW. available 
eqt-ty of S4S,986 'Co-'). 
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This evidence suggests that consumers and creditors are treating the HELC 
relationship with the utmost respect and caution Neither homeowners nor 
creditors are profligate with respect to the usage or provision of this consumer 
f1r>ancia service^ Substantive rcitricttorts to protect homeowners from an 
aTleged p/open$ ty for Irresponsible behavTor, whether their own or that attri- 
buted to the financial Institutions with which they deal, are neither necessary 
or justifiable. No patterns of abuse can be documented at this time nor does 
the evidence suggest that they will be In the future. 

In fact. In addition to prudent lending practices, HELC providers have taken 
a further pro-consumer stance by providing marketing and educational guidelines 
to both their financial services co leagues and to consumers generally. HELC 
advertising guidelines have irtru ated at the state and national trade associa- 
tion levels. Consumer edttcatlon pamphlets and shopping guides have been 
produced and dissen natsd natiorwide. 

CBA Itself has produced a consumer pamphlet for It members to use. It has 
met with unparalleled demand fan excerpt Is attached as Appendix A), ^n date, 
CBA has given severa thousand copies of the brochure directly to consumers 
across the country « pursuant to reouests generated by related publicity. In 
addition, CBA has issued approxfmaiely 100,000 copies to Its members as a 
custoiner reUtlon^ tool. CBA has also made camera-ready copies available to 
TTtore than dozen members for In-house reproduction and d seminatTon, One such 
CBA member pTans public distribution of 50,000 customized pamphlets. 

The pro-active efforts underscore the Industry's connltiient to the respon- 
sible and irrfomied usage of HELCs. These efforts refute directly consumerlst 
charges of reckless promotions centering on Inducements to luxury or frivolous 
expenditures. 

Similarly, they refute related charger of Insufficient HELC disclosure and 
shopping information. Constiners simply have rot found there to be a lack of 
HELC information in the marketplace More than 90S of the HELC account holders 
Interviewed by SRC reported that they had received a of the fnfonnatiDn th^ 
needed before they opened their HELC. More than 35X Of those account holders 
said that they had considered an a ternative source of credit a clear ftdlcator 
of compar son shopping capability and one that accords with Federa Reserve 
studies of actual credit shopping experience for all^ forms of cons^noer credit.* 

Based on the analyses of const/mer usa9e patterns, delinquency and default 
rates, and industry ^credit granting practices and educational efforts, we submit 
that there Is simply no evidence of need for the Imposition of substantive 
restrictions on HELC practices. 

II. There Is a Wealth of Existing Disclosure Law and Consumer Protections 

It Is equally erroneous to assume or assert that home equity credft Is a 
marketplace out aw, n<} that consumers are subject to un fsilted deception and 
abuse In such transactions The fact Is that a whole array of federal and state 
consumer protection laws applies to home eouity credit and there Is movement to 
fine-tune those laws to deal with the emerging patterns of HELCs. 

Let us review briefly the major existing constraints, to show how much 
discipline already exists In the home equity credit market. 

A. Just this past July, Congress mandated — In Section 1204 of the 
Competitive Equality Banking Act of 1987 '^.L. 100-86) that ere d tors must 
Include interest rate caps In ell adjusta: 'te-rate, dwell Inc-secu red consumer 
credit transactions. This Includes conve'-r^ord closed-end second mortocges, as 
well as the .-nore recent pattern cf HELCr secured by the consumer's homi . 



♦ For example, see the Annual Pe*^entaqe Rate Demonstration Project , Board of 
Governors of the Federal Reserve System, March 19E7, r Z9. 
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In Its proposed regulations to in)>pTement that law (52 FR 34811, ^ptettibcr 
15, 1987), the r^deral Reserve Board has takfn a broad view of the ?ei;1^1ative 
Intent. For example the proposal covers transactions with "terminatfon" 
clauses (I.e. the creditor's right to ci or accelerate, the «nt?re Toan 
balance), as wc as transactions with expl eft rate adjustment features Thus 
one suggested wesfcne$s of home equUy credit the absence of contracti/al rate 
limitations — wilT soorr disappear. And If creditors now must include rate caps 
In the contract, they can be expected to compete for customers by offering more 
favorable limitations. 

B. The federal Truth fn Lending Act (TILA)* contains a time-proven 
regimen for advertising about home equity credit. That Act also requires 
detailed sets of transactional dfscTo^tires that reflect the d fferences between 
closed-end and op*n-end credit formats and between variable-rate and fixed rate 
terms. In open-end transactions In partlcul^n , consunwrs receive disclosures 
before the account Is opened, ancf periodic reminders of the Status of the 
account, balances owing, payments due, and app IcabTe rates and terms. The TILA 
Initial dUc osures must Include "c ear and conspicuous references to any 
security Interest and to the property serv ng as collateral. The chart attached 
as Appendix B details all of these disclosure requirements. 

Not only do home equity credit consumers receive extensive disclosures, but 
home equity transactions are subject to the right of rescission. This means 
that ft consumer having second thoughts about the transaction can cancel It at no 
cost within 3 business days. Thf right of rescission was originally Included In 
the Truth in Lending Act of 1968 precUely to protect consumers front unwttt ng 
or improvident encumbrances on their homes, which is the newly expressed concern 
about home equity credU. In this regard, the law anticipated the problem by 
nearly twenty years. 

Trvth in Lending has been a dynamic law, and the Federal Reserve Board has 
not hesitated to adjust the rules where necessary to deal with new practices. 
The Board won toring home equity credit practices carefully, has recently 
proposed specific amendments to Regulation Z to beef-up disclosures about 
termination rights and Is studying the need for further regulatory 
strengthen Ing*** 

The TILA rules on disclosure and rescission are reinforced by state disclo- 
sure laws (that may expand the terms to be disclosed), and by federal and state 
laws prohibiting false advertising and deceptive and unfair practices. 

In short, consuakers have ample opportunity under existing law to learn the 
details of the transaction, and to consider cancelling It, While keeping an 
open-Ritnd on Itlatlves like the Price bill we must point out that refinements 
in these rules, If needed, can probably be accomplished at the regulatory level 
without new legislation. 

C, Other explicit fetferal law may enhance the protection of consumers 
entering ffito home equity transactions. For examplet savings Institutions 
offering variabje rate credit under regulations of the Te^terai Home Loan Bank 
Board {U CFff 55^5.33 [1967]} will provide multi-page disclosures and the 
ConsuFner Handbook on^Ad Jus tab U Rate Wort gages » at the time of the consumer s 
rpplfcatlon. These "discTosures constitute a full exposition of creditor' 
HELC plans, their tenns* and their arithmetic. Those FHLBE re^u^tions alsr 
contrcl substantive provisions In the home eQ'jity transaction, such as rate 
caps, change IntervfTs, permissible indexes, and the Hke, Me question how 
productive It would be to layer anrther ,eveT pf disclosures and contract limita- 
tions on these transaction*, 

T-imSTTfl: et. seq. 

*^ A\ an t^oen Bicftinc of the Board of Governors of the Feoera"! kese-ve SysU^i 
uTt St^,eMiie- 5 the fcoard staff nd cated that they were pif^esentU ^ortinc Of a 
f.atkape o^ riu >t a oozen prep<)sec amendments to the cpen-end credi prov^f^ons 
o' f'egulat+t^n Z, Tn work was utide^ta^en at the reoiiest of the Ei^ard'i 
Consumer Auvttory Cotincf^ |CAC/ and vill be oti tn^ CAC agenda at ts 
rld*October meeting, ££ 1oon payments cceleration or call prxsvii ons, and 
payiiv'n chert le disclosures are some of the subjects coverer* by tht pacage of 
p-opcsec aii*fi^.3nts. 
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D. Consumers In home equity transactions may realize further substan- 
tive protections under state law. The exact content of state law will vary from 
Jurisdiction to Jurisdiction, but the states frequently legislate or regulate 
concerning such matters as — 

Interest rate ceilings (usury laws^; 

Caps on the frequency and amounts of rate and payment adjustments 
in variable rate transactions; 

The right to pay off prior balances, or to refinance a balloon 
payment, at the original rate; 

Limitations on a creditor's right to declare default, accelerate 
balances, or foreclose on collateral (cf. Uniform Commercial Code 
S 1-208; Unlfonn Consumer Credit Code SS5.109, 5.110); 

Maximum repayment schedules and restrictions on negative 
a?nortl2at1on; and 

Mandatory lead times for changes In the terms of open-end credit 
plans (cf. Unffonn Consume Credit Code S 3.205). 

At the very least, any new federal Initiatives should be crafted with due 
consideration of this substantial body of related state law protections. 

In sua* we urge Congress to withhold action on all but the most focused of 
legislative initiatives est It duplicate existing law, and unnecessarily 
complicate transaction paperwcrV, Increase creditor compliance costs, and stifle 
marketplace developments 

III. New Disclosure^ Scheme Hust Be Simple^ Consistent Vith ExT^tTfig Law And 
Hot Redundant 

If Congress deems It necessary to provide for additional consumer protection 
In this area. It should be limited to the types of application stage disclosures 
proposed in H R, 301 by Congressman Price. Our testimony has shown, we 
believe, tha more Intrusive, substantive restrictions are neither necessary nor 
werr«nted at this Juncture. 

In particular, QBA must state Its strong and unwavering opposition to any 
efforts ainted at Imposing specific ceilings on HELC Interest rates. Such 
ceilings or "caps* would prove harmful to consumers, by limiting HFLC avail- 
ability to select few of the least risky customers » Specific artificial 
pricing restraffits would also have an anticompetitive effect on the HELC 
marketplace, forcing creditors out of the market and acting as a disincentive to 
remaining HELC provUers to respond to market forces dictating rate reductions. 

For these and other reasons Congres has never passed specific Interest 
rate or other pricfng restrictions for consumer credit,* electing instead to 
provide for the timely dissemination of credit shopping information to 
consumers. Congress has trusted the free market to regulate prices. We respect- 
fully urge that Congress not deviate from this well-reasoned and time-tested 
approach. 

Subject to certain modifications discussed below, the Price b'u would 
compliment the tracltional c&ngreSi ana approach to this Issue. It seeks tn 
provide consumers ^ffth key credU tt-rps in early stage of the lending 
relatlofish ;i without Imposinc undue burdens on crt-dltor operation*. Ar 
mentioned above existing Uw reedy re^ruires that consumers be given compre- 
^ensivt disclosi^es and three-tM, iness dey ripht to cancel tht account 
relationship beware they can access an HELC. So the ^question is what 
ftdditioTial disdosu^s should be g*ver to consumers. 

* Section 1204 of the recently enacted Competitive Equality Banking Acr of 1987, 
P.L. 100-86, contains an Interest rate cap requirement for all vd—iablt rate 
loans secured by one-to-four family dwkllingr but does net provide for a 
specific limitation. 
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In answering this question, some guiding principles must be kept In mind. 
First, Congress must be wary of duplicating the detailed Information required by 
existing law. A corollary to this principle Is the need to keep additional 
disclosures simple. Finally, the detailed Initial disclosure and right of 
rescission formulas In present law must not be disturbed. 

The Price bill largely Incorporates these principles by focusing on 
important HELC features at the appHcatfon stage. CBA asks that you consider 
further refinements of H.R. 3011, not Inconsistent with Its objectives. 
Including: 

A. Limitation of the flpplicatlon Dfsclo^urg Scheme to HELC^s Secured 
by the Consumprs "PrlncTpa^^ DwelMna . ATI othtr special protcctfpr;s accorded 
by the Truth In Lending Act to (JweiTlng-iecured credit transactions are United 
to the conjtimer's principal resldente or trye houi^hold.* This also sewtis it be 
the focus of congress fonai concern here f rather than vacation or Investment 
property . H.R. 3011 should reflect that focus by limiting Its coverage to 
plans secured by a "principal" dwelling. 

B. Jnclu^fgn Of ^1^ "^^"^^^^" rrfortnation In tfie FederaT Reserve 
Pamphlet . Section 3 of H,fi, 3011 cans for the Fe^eraT"ReservV^6arid to~ 
deveTop a consumer pamphlet describing general HELC lentffng practices and the 
potential advantages and disadvantages of HELC plans. Creditors are to distri- 
bute these paimphlets to consumers at the tine f application.** We submit 
that some of the application stage disclosures ca led for under section ?(a) of 
the Price bil could be included In these pamphlets, thereby simplifying the 
application stage tflsclosure scheme* For eJtample, Interest only payment and 
thange- in -terms features could be more briefly acknowledged In tfie segregated 
disclosure stateoent, where applicable, and discussed in the Indicated detail In 
the pamphlet. 

C. Limitation of "Conspicuously Segregg ted" Disclosure BeQi/jrement to 
Application Stage Disclosures . Section g{aj of F,^. 30II c<l71s for tlie 
'conspicuous segregation" of the new HELC disclosures fronr other information 
provided In connection with the HELC plan. Since these new disclosures may also 
be required In connection with the initial Truth- In-lending dUclosure state- 
ment, there should be a clarifying 1 Imitation to the effect that this segrega^ 

on r**oLnrp(rbpnt fln:^Hes suleTy to the application Stage. This would greatly 
reduce compliance burdens by eliminating the need for massive revisions to now 
standardized Initial disclosure statements Such a limitation would In no way 
undercut the biU's^early disclosure objectives. 

D. Wodiflcfltion of APR Dlsclostjre fteouiremcnt . Section 2(a) of H.R. 
3011 calls for Jkc7osure of the" APR ''. . . which wiTT be in effect when credit 
Is first extended ' Since many of these plans He "dormant' for long 
periods after they are oiwned, this reference point Is unknowable and the disclo- 
sure requirement should he modified accordingly. Disclosure of a nominal 
Interest rate applicable at or near the time the HELC was opened might suffice. 

E. provision of D1scloS(fT-es Should be Triggered by Feceipt of a 
" Written'' XprotWrwj^se "Completed'? flprTitation; Send^ftg pf Disclosures Within 
T|iree"Bu£inesj~Day^ Following Phone or rigTl .Applijcatjons Should Sufffce ^ The 
fuTl panoply o*" ^Vuth in Lending civil ^flnctions wouTd apply tr a failure to 
comply witf. H.R. 3011-S application stage requirements. Failure to provide 
these disclosures to persons maklnt purely casual inoulrfes or failure to Insure 
that disclosures aine actually received by telephone or m«fl customers within 3 
business days should not carry such severe penalties.*** 

* E.g., right of rescission. 15 USC S1635 

♦♦ As presently framed, section 2{a) of H.R. 3011 could requl"^ such d'strlbu- 

tlor at Noth the application a fid »'count^openfi*g stages, a needless redundancy. 

The latter dlsflbutlor re<jLiremen: should be deleted. 

*** Some consideration mlohi be giver to moving the Fed Pamphlet requirement 

Intc ''nith 1r Lending 's advert sine rules {SU2) If the goal Is to provide 

earlier credit shopping Infonnation The advertising rules do not Incorporate 

Truth In Lending civil sanctions. Creditors would be more Inclined to 

dissefrlnfte Information freely In the absence of the threat of dvll liability. 
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F, Ihg Advertising PgquJrements Tn <;ectiQn 2{c) of K,fi. 3011 Largely 
Puplicflte ^^ctipn U3 or the Truth in "Lendfn^ Act end shn'uM be Fl^ijiiinateg or 
5 ubs ta n t i a7 1 y jedu c ej ^ FropasYd new TILfl section J47(d) largely restates 
existing fl L A sec t Ton H3 4nd Is, therefore, redundant. Ue note aUo that 
existing secffons lOS and 143 gfve the Federal Reserve Board broad authority to 
require additional open-end disclost/res, Since the Board staff is alrea<iy in 
the process of promuT^ating such reconriendations. we urge Congress to consider 
those initiatives before acting in this rea. Fina ly the prohibi on of 
references to "prime" In HELC account offerings sews ejices ive many HELC 
plans are literal ly indexed to prime rates and TILA disclosure wool be diffi- 
cult if not irapoisible >ffthDut a reference to prijne. Further, some HELC plans 
may carry proprietary labels using the word "prlwe". Board authority to 
restrict trade or service mark usage of tMs sort Is unclear at best. 

G, Un 1 f np Fede ra 1 D i s c 1 os ure ^^les Are I mpo rta n t , The disclosures 
required by H.R* 30lf sliou'ra establish uniform credit shopping standards and 
should be comparable wherever the creditor or constmier is located. To ensure 
this objective, CBA recomnends the inclusion of language clearly preeFuptlng the 
states from enacting differen or additiona" disclosure requirein^nts connec- 

on with HELC appHcat^ons, This pproach has been adopted already this 
session by the House Banking Comnlttee with respect to redit card app Icatlon 
disclosures [h.R BIS) To our knowledge, no existing tate aws have addressed 
application stage HELC disclosures thus Congress HOuld be acting only to keep 
the slate clean of potentially conflicting requlremefnts and would not be 
Intruding In an area of existing state law. 

H* AddltionaT Compliance Lead Time Is Wece^sary . H.R. 3011 provides only 
six montfts for regulatory implementation of exter>sfve Truth-In-Lending amend- 
ments. Truth- in -Lending changes are currently effected on an annual basis 
providing for six nonths between the completion of final rulemaking and required 
compliance. We therefore suggest an extension of H,R. 3011 's effective date to 
at least n^w months after the date of enactment, 

IV. Other Substantive Concerns 

As the Subconnittee noves forward with these legislative proposals on home 
equity credit. CBA must clearly object to certain restrictive approaches that 
have been publicly discussed If not actually proposed In recent weeks. 

A. We believe It Inadvisable to legislate sweepingly in an area that Is 
In such a state of flux and development hs home equity lending. Today's specula- 
tion ahout prob ems/^oes not always become tomorrow's reality. We have seen no 
evidence of creditor overreaching or consumer abuse. In fact, the Impression Is 
unavoidable that creditors are competing vigorously, imaginatively and 
responsibly, and that consumers are responding with enthusiasm and a good 
measure of prudence. 

We ask Congress to exercise some caution before Imposing new requirements on 
transactions that are saturated with disclosures and consumer protections under 
time-tested Truth in Lending rules. At the very least. Congress should give the 
Federal Reserve Board the maximum opportunity to address home equity lending at 
the regulatory level, a process already undepvay, before carving new legislative 
stone. 

Congress should be especially hesitant to take action on the basis of an 
Incomplete record that would have the perverse effect of limiting for consumers 
their access to the iquidity n theii" home equity. Burdensome regulation 
increases creditor costs » which must be recouped froir customers. Stringent 
Ff '^trictions on contract terms are a disincentive for creditors to offer that 
product. nforroec consumers vote wiih tht r feet — t;tey chotst or reject 
financial services based on their percept 'cri of costs and benefits — and 
they have shown a strong disposition to choose home eqult." credit. Ke question 
the wisdom of "preventative" action that would curtail that choice. 

B. Much publicity has been given to the notion of "rate rise 
surprise." The concerns expressed are In fact objections tc variable rtte 
credit In any form, not just In home equity transactions. Adjustable rate 
credit Is now well established and accepted, by credit extenders and borrowers 
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alike. Rate ctps are not r^qufred by law to be incorporated into the contract, 
and both federal ^n<] state rules my rtEtrict rate ceilings, rate adjustments, 
and payment -schedule changes The Federal Reserve Board has published proposals 
for revdmping disclosui^es in edJLStabl^ rate purchase money jnortwges* The 
policfng of adjustable rate cred t i already occurrlna and needs no specfa 
legislation for hoine equity transactions* Artificial (and arbitrary) rate caps, 
mandatory time limits and interval , prohib tions on rate floors ~ these are 
ingredients of direct rate regulation, and ultimately of consumer credit 
allocation, subjects that Congress has properly avoided. 

C. Much has also been said of the potential for consumer abuse in home 
equity transactions that permit the creditor to tenninate or "acce erate" at 
will, confronting the consumer nith a frozen rerfi ine, or a large balloon 
payment, or e\^en foreclosure on the hoirc We mply do not believe that this is 

problem of ny substance. For one thing, we do not know how widely such 
c uses are used in home equity credit, and have seen no data on t» Wore 
Importantly ome forms of acceleration or tennina on-at-wi clauses have been 
standard provisions in credit transactions tor many years they are necessary 
precaution against the debtor's nonpayment or other riefau t and there Is a 
wel -established body of state law to discourage precipitous or bad faith 
exercise of such a clause. 

Aside from legal restrictions, it is rarely in the creditor's own Interest 
to misuse such a clause. If the consequence is that the consumer defaults on 
the ba Toon ob fgation, the creditor must either tlate foreclosure (an 
Inherently unattractive prospect given the second mortgage status of the HELC 
creditor), or refinance the obligation Itself. Th* reffnancing Is generally 
subject to the same controls as to rate and other terms, as the original 
transaction. Abusive ej<ercise of a termination clause Is, above all, poor 
public relations for ny financial Institution. 

The Federa Reserve Board has recently solicited comments on the operation 
and effect of temi nation austs, and has proposed to require disclosure of 
them. This was n the context of the broader Board study of home equity lending 
to which we have al uded Thi suggests first that Congress need not rush to 
fill a consumer protection void, and second that any remedial measures found 
needed may be capable of accomplishment by Board regulation without new 
legislation. 

D. Suggestions that federal law should set maximum loan-to-value ratios 
for home equity credit wouTd so deeply intrude the Congress Into the substantive 
terms of consider transactions as to deprive consimers of access to a portion 
of their home equity, A consumer needing or wanting to liquidate that equity 
could sell It, but could not bort^ow against it! In addition, the creditor is 
most likely to exercise self-discipline In setting a realistic loan-to-value 
ratio in order to protect it's investment. 

The Consumer Bankers Association Is proud of It's record of supporting 
well-drafted legislation to inrpmve the flow of information to consumers and to 
prohibit truly abusive and anti*competitive practices. We share some of 
Congress' concerns at>ou the rapid grnwth of home equity credit, and have taken 
the lead in our industry to study that growtti, and to educate our members and 
the public about possible problems. 

We believe the evolving picture of home equity credit needs watching, and 
that those transactions may need further regulatory refinements. A process 
toward those ends Is underway at the Federal Fieserve Board, and we suggest the 
Subcommittee await the outcome 0"^ that activity. If the record of thef? 
hearings Justifies It, we would support some sharply focused statutory 
disclosure ru'.es for home equity transactions, simi'a- to those proposed by H.R. 
3011 and as modified by the recommendations outlined in this testimony. 
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Consumers Union* and Consumer Federation of America** 
appreciate the opportunity to testify on H.R. 3011| the IToone 
Iquity Loan Consumer Protection Act of IS 7. The heavy 
promotion of home equity loan^ i& a recent phenomenom that 
raises major concerna for our organizations^ and we ootigratulate 
you, Hr chairman^ for calling this hearing' in a timely manner. 
We also wish to thank you. Congressman Price, for introducing 
the legislation before us today. 

OUR PUBLIC POLlcy COHCERlfa 

Fev developments in the history of consumer lending have 
threatened the financlHl well-being of consumers more than the 
recent surge in hone equity lending. This is because home 
equity loans are a unique combination of several traditional 
credit features^ that, together, multiply the borrower risk 
inherently associated with personal debt» 

Like traditional second mortgages, home equity lines of 
credit require the borrower to pledge hia ownership rights in 
his residence as security^ This not only subjects the borrower 
to the risk of losing hia home, but it also bieans encumbering 
the i&ajor source of savings for indlvic3uals and households, 
which is no longer available for estergencies and old age. 

Like traditional second mortgages, home equity loans also 
involve large Bums of money This fact alone heightens borrower 
risk because t means e ther a protracted repayment period or 
large installment payments* A recent study by the Federal 
Reserve Board indicated that the median home equity credit line 
is about $25,000, and the median amount actually borrowed is 
almost $15,000. 

Like credit cards, home equity loans also frequently 
involve ♦*eaay" repayment plans that stretch out the borrowers 
obligation indefinitely* Borrowers carrying high outstanding 
balances year after year are exposed to a high risk that at some 
point in time they vlll hit a snag in their abil ty to repay, 
with home equity loans, auddan illness unemployment ot 
unexpected e:cpense could have catastrophic oonseguences , 

Like credit cards home equity loans are open-ended — 
with the ease of writing a check, or even pulling out a credit 
card, the borrower can get instant cash- M though credit cards 
have benefited consumers with their convenience, problems arise 
when it becomes as convenient to put a second uortgaga on your 
principal financial asset 

The risks this new product poses for individual consumers 
are tremendous. The problems it raises for society as a whole 
are equally troubling. Although heavy consumer spending may 
help us avoid a recession in the short term, where will we be in 



*conBUJnera Union ia a nonprofit membership organization 
chartered in 19 3 e under the laws of the State of New York to 
provide information education and counsel about consumer goods 
and services and the management of family income^ Consumers 
Unlon*s incoioa is derived solely from the sale of Consumer 
Reports , its ether publications and films, expenses of 
occasional public service efforts may be met^ in partj by 
nonrestrictiva, nonccffinierclal contributionSj grants and fees. 
In addition to reports on consumers Union's own product testing. 
Consumer Reports , with approximately 3.S million paid 
circulation, regularly carries articles on health, product 
safety, marketplace economics ^ and legislative, judicial, and 
regulatory actions which affect consumer welfare* Consumers 
Union's publications carry no advertising and receive no 
comme r c ia 1 a uppo rt . 

**Consumer Federation of America is a coalition of over 200 
national, state and local consumer, senior citizen, labor, farm, 
cooperative and rural organizations which together represent 
more than 30 million people. 
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the next cyclical downturn when individuals have no 
savings to draw on? Where will we be twenty years from 
now when the Jaaby boomers hit retirement age and have no 
Eavings to dr^v on? 

Th« pros and cons of the tax law revision that has 
spurred industry's craze for this new product is not an 
issue before us today. However the risks inherent in home 
equity lending - risks to society and to individual 
consumers - should be kept in mind as we discuss the 
specific f«atur«a of the HELs that are actually on the 
market today. 



THE LOW-DOWN ON THE SPECIFICS OF THESE NEW PRODUCTS 

As ve have stated, open-end credit involving large 
dollar amounts and aacured by thfl borrower's personal 
residence Is inharantly risky. The specific features of 
the hoA« «guity products now on the market make an 
inhertntly risky product even riskier. 



• CAPLE5S ARMS 

According to recent surveys by our organizations of 
over 90 lenders, most HELs are an open-end version of the 
ad ;}ua table rate mortgage ^ARM) that b3i& now becijine 
familiar in the closed-end aarket. unlike clossd-and 
ARHs^ however r the vast majority of hone equity loans have 
no rate caps and allow unlimited rate Increases This 
means that borrowers could face significant increases in 
their Jninimum repayment amounts, or "payment shock," which 
Incraaaas th«lr risk of delinquency and foreclosure » 

We do not argue that A^Hs should b« abolished. They 
cushion lenders against increased borrowing costs on 
relatively long-term loans. However, in the context of 
both closed-end and open-end credit, ve believe that ARM 
features should reflect a fair allocation of rate risk 
between the lender and the borrower » We ar« now seeing 
such fairnesB in the closed-end ARM market Due to 
secondary market pre&sure, most closed-end ARMS now 
contain rate caps, tnany of which limit periodic rate 
increases and restrict lifetime rate increases to 5 points 
above the initial rate. 

What is fair for consumers is also good business. 
Lenders must always balance rate risk £the risk that 
market rates will rise faeter than the yields on their 
loan assets) with default risk (the ri^k that their 
borrowers will not be able to shoulder the debt and will 
default) . With caplees adjustable loans, lenders 
eliminate their rate risk but greatly increase their 
default risk. We doubt that the investors en the 
secondary market insisted Oh rate caps because of a sense 
of fairness to consumers. They saw that the caps that 
protect consumers also protect lenders and investors from 
default risk. 

There is no secondary market for home equity loans. 
We cannot rely on such a market to force home equity 
lenders into offering a fair product. 

• REPAyMEHT TERMS 

Balloon Payments - A number of lenders in the CU/CFA 
surveys offer home equity loans that hit the borrower with 
a balloon payment 5 or IQ years after the loan is made. 
At that point, the entire outstanding principal is due in 
one lump-sum repayment. Of course, none of these lenders 
guarantee that they will refinance the outstanding 
principal t^hich would involve substantial cost to the 
borrower, anyway) when the balloon comes due. 
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This type of loan feature poses obvious risks. The 
liorrowar who cannot come up with the entire repayment 
ajnount will have to sell his home to meet the obligation. 

Demand Features - Some of tha landers in our e^irVeys 
that do" not explicitly retjuire a balloon payment include 
contract fe^tut«B that could operate just as onerously 
These landers reserve the right to review the lo^n 
periodically and if vague criteria are met, immediately 
demand its full repayment 

' fttPTRAcJED R£PA¥MEWt TERMS 

Another feature conmon to the home ec[uity loans 
involved our surveys vas protracted repayment terms. As 
an inducement to bo r rev under these prcgrains, the majority 
orf lender a ve surveyed are advert is irig ''aasy** repayment 
terns that frequently involve monthly payments of only the 
interest accrued on the outstanding balance^ 

* UNILATERAL CONTRACT MODIFICATIONS BY THE LENDER 

The eurveyB alaa ijncovered what appears to be a 
cottfflon practice amcng open- end creditors incluslcjn in 
the line of credit contract broad powers under which the 
lender can uni aterally change the contract terms This 
practice vaa inadvertently uncovered during the conduct of 
the Consumers Union eurvey, when a Bank of Ajnerlc^ 
spokesperson volunteered that in 19 S6 that lender had 
actually changed the formula under which the variable rate 
is calculated and applied the change to outstanding HEL 
borrowers . 

Since completing those surveys, our organ! zationa 
have seen HEL contracts used by several lenders They 
also include provisions that would allow the lenders to 
pull the same stunt. 

We consider this to be an intolerable practice. 
Although it appears to bo a longstanding feature of 
open-end credit, until now it has had little 
algnif icance* Until now the biggest open-end cradit 
jaarket by far has been credit cards ^ which Involve 
relatively amall balance amounts and for which a 
post -contract change in rate only means going from bad to 
bad* Hone equity loans involve vastly larger sums of 
money and a significant itaa of collateral. Neither 
should be subject to tha tremendous risk involved when a 
lender can unilaterally change the rules of the game 
midstream. 

' ADVERTI5EMEWTS 

Now that the tax law has given lenders a great way 
to promote these products, they are being marketed at a 
fast and furious pace* With lots of creative glitz, the 
advertisements, vhich abound in all forms of media, 
promise easy repayment obligations and the *'good life." 
Ihey fail to mention many of the home equity loan . features 
that we find so troubling: 

- Lenders that require balloon payments rarely, if 
ever, disclose that fact. 

- Although lenders promote their programs by 
advertising low initial rates they rarely disclose ttst 
the rates are uncapped and subject to vinlinited increase. 

- Although low initial rates are often discounted 
from the varieUsle rate formula that otherwise applies 
some ads fail to disclose the current index rate, leaving 
the impression that the "teaser" rate will apply 
indefinitely. 



Digitized by VjOOQIC 



87 



- Lenders fr«guantly promote their loans with the 
lure of tax deductibility, but rarely inform consiimers 
that there are specific limits on the amount of interest 
that may ta« deducted < 

- SimilBrly, lenders fail to fully disclose the 
upfront costs associated with opening a home equity credit 
line. Thcss costs can nin from $400 to over $1000, and 
significantly affect, or eliminate, the tax benefit of 
interest deductibility. 

OUR LEGISIATIVE PROPOSALS 

We believe the risks inherent in home equity lending 
varrart iimiiediate legislation to protect consiimers and 
society as a whole » Disclosure legislation is important, 
but It only goes so far» Heme equity loans are 
complicated instruments the rislts of which cannot b4 
eliminated by disclosure. Suhstantivfl restrictions on 
product features must also be enacted. 

H.R Oil is an important ftrat step in ensuring 
that conaumers vlll hav« »uch of tba basic information 
they rtsad to make a vise choice. However , we have several 
recommendations to make toward improving the disclosures 
required under the bill We also hope that the bill will 
be modified to incorporate the following substantive 
provisions that we believe are crucial. 

OUR RECOMMENDED SUBSTANTIVE RESTRICTIONS 

•Prohibit lenders from contractually reserving the 
right to change loan terms after the loan agreement is 
finalized. 

'Require interest rate changes to be based on an 
index or other variable outside the control of the lender 
(E.g, ths lender should not be able to change the loan 
rate according to the decisions it makes about adjusting 
its own pri;fle rate) 

'Liruit rate Incraasea to 2 points per year and 5 
points over the life of the loan. 

'Eliminate negative amortisation, balloon payments, 
and interminable debt risk by requiring fully amortizing 
repayment installments that will retire the debt within a 
fixed, reasonable time period. 

'Require that teaser rates remain in effect for at 
least 1 year. 

'Require that rate increases under variable rate 
plans only apply to drawdoims made subsequent to the 
increase. 

'Prohibit lenders from imposing contract terms that 
are different from those disclosed before the loan 
application is submitted unless the upfront disclosure 
clearly and conspicuously indicates that any particular 
term is not guaranteed. 

'Prohibit use of the term "annual percentage rate" 
(APR) in describing the annual interest rate on homo 
equity loans and suhetitute tb^t term with another one 
that will allow standard! ed rate disclosure This will 
distinguish the rate disclosure ioz homa equity loans 
[which does not and cannot include all the upfront costs j 
from the APR that Is disclosed for closed-end cr*dit 
(which does include the upfront cost) . 
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OUR RECOMMENDED DISCLOSURE PROVISIONS 

'Timing: Tha discloEures abould cono early enough so 
that conflumara can use then to -mAkA a shopping decision^ 
In }:aeping vitii this suhcomaiittaa approach to dieclosura 
in the context of credit carAs, the disclosures should 
coane st the time tha lender gives an application fom to 
the applic^nt^ The wisdon of this approach is also 
reflected in pending regulations proposed hy the Fedar^l 
Rflaerve Board in regard to closed-end ARHs, 

'Content - The upfront disclosures should at least 
include the fol loving 

- The annual In tare at rate (For ARMS, this should 
include the entire rata formal a including the index 
and oar gin, and the current rate under the formula. 
Additionally, if the loan involves a **teii>er'* or a 
loftf introductory rate that in not aet according to 
the f omul a the lender should also disclose hov 
long the teaser rate will remain in effect and what 
the current rate vould be under the normal rate 
formula, vith an explariation of what happens at the 
«nd of the introductory period). 

For variable rate loans the lender should also 
disclose {a} %#hether there are periodic and lifetime 
caps and, if so what they are, and {b] the 
frequency vith which payment and rate adjustments 
will bfl meide and hov they vill be calculated 

- All fees required ta close the loan and to 
participate in the plan and a at^tement of when 
those fees are payable and whether they are 
refundable 

- Repayment plane ^ including a clear description of 
each repayment options 

- Whether the lender is willing to offer a lock-in 

- The maximiiffl payment allowed under the terms of the 
plan and the soonest that that payment could be 
required 

An historical disclosure of what the loan payments 
would have been if a representative $10,000 loan 
were closed 1^ years earlier (This and the preceding 
point are requirements included in the pending FRB 
regulations for closed-end ARMs.) 

- This disclosure should be accompanied by an 
educational boo}(i«t to be provided by the lender. 
This booklet should describe home equity loan«, hov 
payment adjustments work^ the rights the lender h*s 
against the col lateral ^ and hov the applicant can 
compare open-end costs vith closed-^end costs < It 
should al«o include a table for figuring the tax 
benefit, if any, of the tax lav* a intaraat 
deductibility provision. 

Statement that the borrower *8 home is taken as 
security and that the applicant should consult the 
accompanying educational booklet for information 
about what this vaansr 

Statement that there are limits on the tax 
deductibility of interest amounts and that the 
applicant ehould consult the accompanying brochure 
for »or* information* 

He believe that legislation incorporating these 
substantive reguirenents and the disclosure requirements 
(with sLmi At requirements regarding advertising) are 
urgently needed 14e look forward to working with the 
members of this aubconmittea and the bill's sponsor toward 
the passage of effective remedial legislation. 
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Mr. Chairman, Members of the Subcommittee, my name is 
Kenneth J. Abt. I am President of First Federal Savings and 
Loan Association of Middletown, Middletown, New York, and am 
appearing today on behalf of the tin ted States League of 
Savings Institutions. The League welcomes this opportunity to 
share its views on H.R. 3011 the Home Equity Loan Consumer 
Protection Act of 1987, as do persona ly for my own 
institution is an active provider of hoitie equity credit. 

At the outset, let me say that your focus at this time on 
home equity lines of credit is understandable and commendable. 
Because interna Revenue Code changes basically have made home 
equity cans the only source of interest-deductible consumer 
credit, we have seen a considerable expansion of this type of 
lending. And do not doubt that there have been some 
instances of over-promotion ^nd under-disclosure Given the 
fact that home equity lending by ts nature involves placing 
liens on consumers homes, typica ly an individual's most 
Important asset we wholeheartedly agree that it is appropriate 
for Congress to review the area for abuse and explore whether 
existing consumer protection mechanisms are adequate. 

It is the League's view, and my own, that most of the 
concern about home equity lending stems from fear about what 
consumers mioht do to damage themselves financially rather than 
from actual knowledge about what homeowners aie doing in the 
marketplace Our experience is that homeowners aie approaching 
home equity credit in a cautious and conservative manner and 
this appears substantiated by survey data developed in 1987 for 
the Federal Reserve Board by the Survey Research Center of the 
University of Michigan, and for the Consumer Bankers 
Association by the Center for Financial Services Studies of the 
Mclntyre School of Commerce of the University of Virginia. For 
instance, the Michigan study showed that 80% of all home equity 
borrowers had used only 50% or less of their available credit 
line, and the Virginia survey, in looking at variable rate 
borrowers, found the average person had accessed no more than 
57% of his or her contractually available home equity credit. 
Indeed, many borrowers seemed to regard their home equity line 
as a special or even emergency credit source: this is 
reflected by the fact that home improvements were cited by both 
studies as the most frequently mentioned use of borrowed funds, 
and by the finding of the Michigan survey that, when asked, 31% 
of respondents reported no use of the credit line, more than 
50% ndicated no borrowing in the previous six months, and 20% 
showed only a single instance of borrowing. 

Let me emphasize as well that the survey data reflected 
care on the part of lenders in granting home equity credit 
lines. The Virginia survey revealed that loan-to-value ratios 
approved for variable rate home equity loans, including the 
first mortgage balance, average less than 70% — a very prudent 
approach to underwriting. Prudent underwriting also was 
revealed by that survey's profile of the typical borrower: a 
individual between 35 and 49 years old, earning $44,000 
annually, who has been a homeowner for over 9 years. 
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That prudence and restraint on the part of both borrowers 
and lenders are the hallmark of the home equity credit arena is 
perhaps best illustrated by the very low incidence of 
delinquency and foreclosure revealed by the Virginia study. 
Delinquencies were 30% less than for all consumer debt« and the 
institutions surveyed averaged only 1.5 foreclosures annually. 

These figures do not bespeak abuse. Rather they underline 
one of the central economic facts of home equity lending. 
Namely, that lenders like this line of business because the set 
of borrowers basically is self-selected for quality. People 
who have built up hone equity against which they can borrow 
are« on the average, conservative people who can be relied upon 
not to shoulder undue financial burdens that ultimately may 
prove damaging to themselves and their creditors. It is this 
quality factor, buttressed by intelligent underwriting, that is 
the lender's primary economic safeguard in this context — 
seeking to recover a debt through foreclosing on a mortgage 
lien - especially a junior lien — is an expensive, time- 
consuming and acrimonious process. 

Under these circumstances, we strongly feel that the most 
appropriate Congressional response is to ensure that disclosure 
mechanisms are in place that will assure that consumers of this 
financial product have the information they need to make an 
informed decision. The League would oppose steps that would be 
aimed at dictating other aspects of the home equity loan 
relationship, such as legislating specific rate caps, banning 
termination-at-will clauses, establishing maximum loan to value 
ceilings and forbidding negative amortization. The 
marketplace, drawing on clear and meaningful disclosures, will 
generate a far more useful and flexible product range for 
consumers than would emerge from a regime of statutorily 
dictated contractual terms. 

We would object in particular to any legislation 
establishing specific interest rate limits for home equity 
loans, whether in terms of dictating the number of basis points 
rates could increase, employing an approach allowing rate 
adjustments to apply only on a go-forward basis, or mandating 
the duration of initial rates. The marketplace for financial 
services is a very competitive one, and, as long as consumers 
have adequate information available, they will find suppliers 
of products suited to their needs. In the home mortgage field, 
for example, fixed rate instruments remain a fixed presence, 
notwithstanding the dire predictions of those who resisted the 
authorization of adjustable rate loans. 

Indeed, we believe that the widespread popularity of 
adjustable rate mortgages in the past four years made 
homeownership a reality for many American families who could 
not otherwise afford mortgage credit — thus making a very 
significant contribution to housing's recovery from the 1981-82 
spiral of interest rates. As you know, adjustable rate loans 
are marketed at a significant entrance discount over fixed-rate 
mortgage loans. According to estimates of the U.S. Ledgue's 
economics department, as many as 1.4 million more new and 
existing homes were sold in that period than would have been 
sold if only fixed rate mortgages had been available to 
homebuyers . 

Let me stress that, in a marketplace where the interest 
rates on deposits have been deregulated, it would be a serious 
mistake to return to the practice of legislatively restricting, 
in effect, depository institutions' return on assets. We in 
the thrift industry paid a severe price for this sort of 
asymmetric approach to financial regulation in the past. 
Please bear in mind that financial controls of this kind, in 
addition to damaging suppliers of credit, also harm those who 
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must consume it, for such restrictive practices invariably 
limit the availability of credit and increase its cost. The 
only individuals who profit are those persons who reap the 
windfall benefit, ultimately subsidized by others, of enjoying 
financing terms inconsistent with changes in market conditions. 

Regarding the termination-at-will clause, we wish to stress 
that such provisos are ong-standing features of consumer 
credit arrangemerits and are a necessary safeguard for 
creditors. We regard their abuse as highly un ike y given 
state law protections and the general difficulty expense and 
bad publicity associated with the foreclosure process. 

As noted earlier, loan-to-value ratios in home equity 
credit extensions appear to be at very prudent leve s 
accordingly there seems to be no evidence adequate to justify 
legislating in this area. In any event, we believe quite 
firmly that lenders and consumers are far better equipped than 
any government body to decide what proportion of a borrower's 
home-equity prudently may be tapped to satisfy his or her 
credit needs. 

Likewise, the negative amortization issue is one best left 
to the good judgment of the parties to the transaction. In 
some cases, a transaction that involves a degree of negative 
amortization, all things considered, may be the one best suited 
to the consumer's particular needs. We see no virtue in 
interfering with persons wishing to enter into such 
arrangements, particularly in the absence of a record of abuse. 

Given our concerns about unnecessary and counterproductive 
governmental intrusion into the homo equity lending process, we 
are gratified that H.R. 3011, introduced by Congressman David 
Price of North Carolina, focuses on disclosure reflecting 
traditional Congressional preferences in this area. If the 
Subcommittee concludes that new legislation is needed to deal 
with home equity loans, we believe H.R. 3011 represents an 
appropriate vehicle, although, in our view, it needs to be 
modified in a number of ways. 

Our preference, however, would be for Congress to defer any 
legislation at this time in light of the Federal Reserve 
Board's ongoing efforts in this area. Congress should not lose 
sight of the fact that the Truth-in-Lending Act, as 
administered by the Federal Reserve, has proved to be a 
powerful, dynamic and flexible tool for assuring informed 
consent. In particular, we note that Congress, in the form of 
section 125 of that Act, has mandated a right of rescission 
applicable to home equity loans secured by the borrower's 
principal dwelling. Consumers are given a three-day period 
during which they can back out of such a transaction without 
charge should they change their minds. This right, together 
with current disclosure authority, strikes us as representing 
an adequately protective regulatory regime. 

Turning to the modifications that we believe should be made 
to H.R. 3011, we note as an initial matter that the bill would 
duplicate a number of existing Truth-in-Lending requirements in 
Subpart B oE Regulation Z. We strongly urge that the 
Subcommittee work with the Federal Reserve to assure that any 
new legislation does not overlap with existing law and generate 
redundant and expensive new paperwork requirements. Not 
surprisingly, these d sclosure burdens fall most heavily on the 
smaller neighborhood and community institutions. 

As a second matter, we urge that any special disclosure 
requirements imposed by the bill should apply only to the 
borrower's principal residence. The particular concern in 
Congress over home equity loans strikes us as centering on the 
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possibility that an individual in default may lose his home. 
We suggest that the possibility o£ losing investment or 
vacation property is not an issue meriting special attention 
within the Truth-in-Lending context. 

A third point of concern involves disclosure timing. We 
suggest that requirements for disclosure for home equity loans 
be made consistent with those governing closed-end credit, thus 
allowing consumers to obtain all relevant information at one 
time. This could be accomplished by altering the bill to 
require the home equity line disclosures to be made before the 
first transaction or within three days of the application, 
whichever is earlier. 

In this regard, but as an aside, the U.S. League has long 
felt that the best point for Truth-in-Lending disclosures in 
the chain of events in a home purchase may well be when the 
prospective purchaser receives the professional services of the 
real estate agent. That is often the point when credit is 
arranged. It continues to strike us as remarkable that, by law 
(as provided by section 702 of the Garn-St Germain Act), real 
estate agents are exempted from consideration as "arrangers of 
credit". While I appreciate that home equity loans occur after 
the time of initial purchase, I wished to take this opportunity 
to remind the Subcommittee that it is our view that the more 
general question of the appropriate time for disclosure 
deserves its attention in the general context of Truth-in- 
Lending. 

Our fourth suggestion is that the bill be adjusted to limit 
to the application stage the "conspicuous segregation" 
requirement relating to the new home equity disclosures. This 
would reduce the need for extensive and expensive changes in 
standard disclosure statements, without sacrificing disclosure 
effectiveness. 

Fifth, we wish to point out that, because home equity lines 
frequently are not utilized for substantial periods after their 
establishment, the bill is impractical in seeking to require 
disclosure of the APR that would be in effect when credit was 
first extended. 

Finally, we believe that existing advertising requirements 
are adequate to curb abuses in this area, but have no 
particular objection to the limits proposed in H.R. 3011, with 
one exception. The phrase "loan at prime" does not strike us 
as so inherently deceptive as to merit being banned (many home 
equity loans are indexed to the prime rate), and we urge you to 
reconsider this proposed limitation. 

In conclusion, Mr. Chairman, we must commend you and your 
colleagues for the promptness with which you are reviewing 
developments in the home equity loan area. We believe this 
product is proving to be a very useful one for both lenders and 
borrowers, enabling the latter in particular to have more 
convenient access to their most significant asset — the equity 
in their homes. While we are confident that on the strength of 
the record of this hearing you will be content for the time 
being to let the Federal Reserve deal with the situation under 
existing law, should the case be otherwise, we would be willing 
to support a strengthening of disclosure requirements on the 
H.R. 3011 pattern. 

I appreciate having had this opportunity to share our views 
with the Subcommittee, and will be happy to respond to any 
questions you may have. 



Digitized by VjOOQIC 



93 

Statement 
of the 

Nationad Council o£ Savings Institutions 
on Heme Equity Loan Disclosures 

Presented by 

John H. wood 

Chief Executive Officer 

NassBank for Savings 

Reading, Nassachussets 

before the 

Subcomnittee on Consumer Affairs and Coinage 

Cdmnittee on Banking, Finance & Urban Affairs 

united States House of Representatives 

October 6, 1987 



77-965 0-87-4 

Digitized by VjOOQIC 



94 



statement 

of the 

National Council of Savings Institutions 

on Home Equity Loan Disclosures 

before the 

Subcommittee on Consumer Affairs and Coinage 

Committee on Banking, Finance ft Urban Affairs 

United States House of Representatives 

October 6, 1987 

Mr. Chairman, my name Is John H. Wood. I am chief executive officer of 
MassBank for Savings In Reading, Massachusetts. MassBank for Savings Is an 
FDIC Insured stock savings bank with approximately $318 million In 
assets. 

I am pleased to have the opportunity to present the views of the 
National Council for today's hearings concerning disclosure requirements 
for home equity loans. I currently am serving as the Chairman of the 
Council's Consumer Loans Committee. 

The National Council of Savings Institutions was formed In 1983 by the 
consolidation of the National Association of Mutual Savings Banks and the 
National Savings and Loan League. We represent approximately six hundred 
savings banks and savings and loans with total member assets approaching 
$500 billion, or 40 percent of the thrift Industry's total assets. 

Mr. Chairman, let me state that the National Council supports the 
approach of Congressman David Price when addressing the consumer's need for 
proper disclosure of terms for home equity lines of credit (HELC). We do, 
however, oppose restrictions or limitations Imposed on home equity lending 
programs which In turn could adversely affect lenders and the availability 
of the product for consumers. 

Background 

Home equity lending Is an Important refinement In the second mortgage 
products that our members have been offering consumers for some time. 
These loan products represent a healthy diversification of savings 
Institution's portfolios since second mortgages are shorter term than first 
mortgage loans, and often carry variable rates of return. Second mortgages 
and home equity credit lines are financial products that today's consumer 
expects to find at leading providers of financial services. 

As many Institutions have attempted to diversify Into consumer loan 
products such as car loans or credit cards, they have discovered a ^ery 
competitive, crowded market. In the case of automobile loans, for example 
the competition from captive finance subsidiaries offering "advertised" 
rates as low as 1% Is stiff competition Indeed. Savings Institutions are 
Ideally suited to offer home equity credit loans since well established 
consumer relationships (through first mortgage lending) and mortgage 
ending departmeftts are the foundation for good home equity lending 
programs. 

Home equity loans act as revolving lines of credit In which a qualified 
homeowner may draw on an established account. The maximum loan amount Is 
based on two factors: the percentage of equity built-up In the home and the 
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ablllty of the borrower to make payments. Typically home equity loans are 
used for home Improvements, education, medical emergencies, and the 
purchase of major consumer Items such as boats or cars, among others. 
HELC's differ significantly from previous revolving lines of credit In the 
fact that loans are secured by the homeowners dwelling. 

Home equity loans offer the borrower features not available with 
unsecured or traditional loans. The first important benefit Is cheaper 
rates. Since the loans are secured by real estate* the barrower can get 
funds at more attractive rates than If It 1 a s gnature or unsecured loan. 
The second primary feature Is convenience. Since the ne of credit can be 
established at one time, and drawn down as th& borrower needs the funds. It 
is easier for an Individual to manage his or her debt than otherwise would 
be the case. This Is a major benefit over the traditional second mortgage. 

19S6 Tax RefotHi Act 

Another mportant feature of these loans was recently added through 
actions of the Congress when it restricted the deductabi ty of Interest on 
certain loans. Home equity loans have received tnuch attention In media 
markets within the short time following the passage of the Tax Reform Act 
of 1986. This tax law will phase out Interest deductdbility for unsecured 
consumer credit by 1991. One exception still remains however, and that Is 
the ability to deduct Interest Incurred on debt secured by a taxpayer's 
primary and secondary residence, within the limitations of the 1986 Tax 
Reform Act. 

When speaking about the ramifications of the Tax Act on the second 
mortgage markets. It is Important to remember that only 37% of taxpayers 
currently Itemize their deductions, and this number should go down after 
the new tax law takes effect. However, the restrictions on tax deductions 
for traditional consumer loans have created a greater Interest for an 
alternative product which will help consumers replace some of the lost tax 
advantages with credit card, automobile, and other personal loans. 

Recently, legislators and regulators have been concerned with 
borrowers' Increased exposure to the potential risk of losing his or her 
home due to an Inability to repay the home equity loan. The National 
Council shares this concern. Clearly some of the hard sell advertising for 
home equity lending has been unfortunate, but It appears that such 
advertising Is an exception, and not the rule. We are attaching for your 
review as exhibit A an ad that one of our members, the Germantown Savings 
Bank, has used. This Is representative of much of our membership's 
approach to this Important financial product. 

Need for Consumer Awareness 

Because the purchase of a home Is the most Important Investment made by 
most, any loan agreement which could affect such homeownership should be 
thoroughly understood and assessed by the consumer. Another of the 
Council's members, the Maine Savings Bank hands out a booklet with 
Important practical advice to potential home equity borrowers. The entire 
text of the booklet is attached as exhibit B. 

It is important in today's Increasingly complex mortgage marketplace 
that proper nd understandable disclosure Information be provided to any 
potential borrower The National Council has supported past efforts to 
further educate consumers on the mechanics of various mortgage products. 
In 1984, the Nationa Council worked In conjunction with other industry 
trade groups, the Federal Reserve, and the Federal Home Loan Bank Board to 
develop The ConsiJmer Handbook on Adjustable Rate Mortgages . This consumer 
information brochure has proven to be the (nost useful tool in describing 
the ARM. We would continue to support similar educational efforts such as 
these for home equity loans. 
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The Council will soon be sponsoring a program for the Industry on Home 
Equity Credit Lending, and we have placed a high priority on emphasizing 
the consumer's concerns In this line of business. We will be hearing from 
Congressman Charles Schumer and a representative of Consumers Union to 
underscore the Importance of the consumer's best Interests. 

Market Experience 

As the Congress approaches the question of necessary consumer 
safeguards In the home equity lending area. It Is Important to keep certain 
things In perspective. First, the highly visible marketing of these 
programs Is >/ery competitive as providers of flnai^cidl services attempt to 
maximize lending programs that irnny feel will be spurred on by the new tax 
law. However, a recent survey taken by the Survey Research Center (SRC) of 
the University of Michigan on behalf of the Consumer Advisory Council of 
the Federal Reserve shows that, "As If April 1987, 6% of homeowners had 
established lines of credit secured by their homes. In addition, 1% of 
homeowners had applied for such accounts but had not yet received 
approval . " 

The SRC survey also shows that, "Consumer awareness of the availability 
of HELC Is high (80% of all homeowners stated they knew about such 
accounts). However, nine-tenths of homeowners who were aware of such 
accounts but had not yet applied for one stated that they were not 
Interested In opening such an account In the near future." 

Second, a major portion of the home equity lending business will 
represent a substitution of consumer debt transferred from credit card, 
automobile, boat, and other unsecured personal loans. This transfer of 
debt will represent a savings to the consumer In the form of cheaper 
borrowing costs. This Is also borne out by the SRC study. 

As the Congress addresses the Issue at hand, the Council would urge 
that no restrictions be placed on the ability of lender to structure loan 
product as this will stifle market development. Since the Introduction of 
home equity loans, there has been experfirierttatlon and product development 
by the Industry In addressing problems that may still exist. As with any 
new mortgage- related product, there Is^ bound to be the need for a revising 
and tightening of underwriting methods, marketing strategies, product 
design and proper disclosure for consumers. 

ARM Comparison 

If we simply look back a few years to when adjustable rate mortgages 
(ARM) were the latest mortgage Instrument, we can see many of the concerns 
addressed then resurfacing today with regard to home equity loans. 

The early stages of ARM Introduction met with borrower resistance. 
Borrowers were not willing to accept the ARM without protection against 
unrestricted Interest rate Increases. In addition there was little product 
standardization. To remain competitive, creditors were forced by the 
market to adjust their product to Include lower Initial Interest rates and 
caps. 

Today, most ARMs have both annual and life of loan Interest rate caps 
to protect borrowers. It cannot be overemphasized, that a mutually 
beneficial ARM product for both lenders and borrowers was developed without 
restrictions Imposed by Congress or regulators. We are certain that an 
unrestricted environment under which the ARM product developed will provide 
similar positive results for home equity loans. 

Today, consumers are becoming more sophisticated in their knowledge of 
new variable rate mortgage products. They are exerting extreme caution 
when undertaking large debt, especially debt which Is secured by their 
homes. As was shown with the ARM example, borrowers will not accept a 
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product which poses substantial risk. From the lender's viewpoint, we work 
to provide a stable and efficient Instrument that reduces overall costs and 
minimizes losses due to foreclosure. It Is not to the lenders advantage to 
offer a product whiph will be Impossible for the borrower to repay. 
Foreclosure on a property can cause serious losses for both consumers and 
lenders. 

H.R. 3011 

We feel a market-determined home equity loan Is the best solution to 
ar\y problems arising today. We therefore urge Congress not to restrict 
lending practices, but allow the market to dictate a workable home equity 
product. We wish to comnend Congressman Price for ntroducing a bill which 
keeps a realistic perspective oa the ome equity lending market and 
addresses potential problems through better informing the consumer and not 
through the Imposition of arbitrary restrictions on the market. 

Although we applaud Congressman Price for not placing Interest rate cap 
language In his bill, federal legislation has already been passed In this 
area, an unfortunate Initiative In our view. Section 1204 of the 
Competitive Equality Banking Act of 1987, whkh was signed Into law on 
August 10, requires that all open- and closed-end adjijstable rate consumer 
credit which Is secured by a borrower s primary and secondary dwelling 

nc ude maximum lifetime caps by December &. Although we are distressed 
over the broad Implications of such artificial term constraints, we are 
relieved that Senator Metzenbaum and the Federa Reserve have left the 
setting of such cap amounts to the lender's discretion. 

The action taken by Rep. Price In Introducing H.R. 3011 and the 
hearings being held by this Subcommittee are timely actions that will 
clearly help the regulatory process receive Important Congressional Input. 
In November, the Consumer and Community Affairs staff of the Federal 
Reserve Is expected to submit to the Board for approval a proposed rule on 
open-end credit disclosure requirements. While we do not know the content 
of this proposal, we look forward to working once again with the Fed staff 
In this area. 

I would now like to address some specific elements of H.R. 3011. 

Section 127 of the Truth In Lending Act as amended by H.R. 3011 would 
raise some possible unclear situations. Section l£7 cl{3 (A) would 
require disc osure of the APR at the time credit 5 extended, but 
disc osure would be given at the time of application, which may occur 
month or years before credit Is actually extended. This section should be 
amended to make clear that the lender would disclose the APR at the time of 
application, and would explain the methodology for changing the rates In 
the future as Is required In Section 127 (c)(3)(B). 

Section 127 (c)(3)(D) should be amended to reflect the fact that many 
lender's adjustment periods are not one year periods. Some are more 
frequent, others less frequent. The lender should be required to show the 
maximum amount by which the APR may change In any adjustment period. Since 
all home equity lines used for consumer purposes must carry a life of loan 
cap, the last sentence of subsection (D) and (E) should be deleted. 

Section 127(c)(3)(F) may create a situation that Is unfair to loan 
programs that do not use an annual or periodic Interest rate cap. The last 
part of that subsection establishes an example for such loans showing a 
three percent annua change and 8% life of loan change. Since the last two 
years have experienced rate changes less than three percent. It would seem 
that It Is unfair to show these loans In a less favorable light than those 
loans with an annual percent rate cap that would be able to give an example 
based on actual Interest rate experience. This section should also be 
clarified to show that loans with periodic rate caps (and not just annual 
rate caps) could give an historic example, and not the one spelled out In 
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t^ . legislation. 

However, some members of the Council have expressed concern that using 
an example of rates going over the past two years as suggested In Section 
127(c)(3)(F) may give consumers a distorted view. This Is because the 
example suggested Is based on Interest rate affects on payments over the 
past two years when Interest rates have been low. 

Loan definition. Finally, we would suggest that H.R. 3011 be amended 
to make clear that this legislation will affect only consumer credit, and 
that It not apply to commercial loans. This point would be consistent with 
the legislative and regulatory history surrounding the aforementioned 
Metzenbaum amendment to the recently passed banking legislation. 

Mr. Chairman, I would like to thank you for the opportunity to appear 
before your subcommittee today, and I would be happy to answer any 
questions you might have. 
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■ ^^ <fc . EXHIBIT A 

L>ont 

bet the house 
on it 



Cu) you afibid K) seO your house today and 
spend the money on a vacation? Or a hocuiy 
cat? Most of us cant 

Yet many consumes win soon nm the ride of 
doingjust that with home equity Hnes of oediL 

The new Tax Refonn Ad of 1986 makes 
these loansa powofid oodit tool for 
hoawownen^ Under the new tax law, Biiaest 
on diese loans win remain lax-deductible: The 
imerest deduction for consumer loans such as 
personal, auto and caedit card loans wiD start 10 
phase out this year. By 1991,no tax deduction 
wffl be aUowed for Biiaest paid on diese con- 
sumer loai& 

These advantages make home equity lines of 
credit a desirable product for many borrowing 
needs. Some wiD argue that the tax advantages 
alone are reason enough to leplaoe oedit cards 
and otherconsumer borro w ing tools widi home 
equity lines of oediL But you need to under- 
stand die terms of such a kxm befbre "signiiig on 
the dotted line.- 

AUiou^ home equity lines of credit offer die 
oonvenienoe of ievoivii>g aedit card aooouniSt 
comb i ned with tax advantages, diere is a otucbI 
ddbenoe. Your house -^ the most important 
investmentyouown— servesascoDalenlfcr ' 
die loatt Such a oomiiatiueni should not be 
taken l«hdy. 

Tlieieareolhei ImportanldBmiiceiMwel 

■ Home equity lines of credit involve much 
hi^ amounts, an obvious point Yet die 
casual borrowaoouUescakleaedit^endnqg 
bqiond die bmly buclgeL 

■ MostequitylinesQf credit haw IS^ear 
lemB, much kxiger than aedit card aooourMSL 
llie kx^ger leini, whkh usuaUy means k>wer 
monddy payments; mayalsolun die casual 



borrowa deqxr and deqxr into debt 

■ The kxiger lerni makes it harder for you to 
predict your financial stale dvoitghout die 
period. What wiD your house be woidi in 1 S 
years? How much wiD you earn? Can you be 
sure of your heahfa? Are you w9it% to bet die 
house on your gueasi? 

■ Home equity lines of credli. like fixed home 
ec|uity knns. involveu|>6ontck)GiqgoQa6and 
appraisal fees, which vary fiom lender tolender. 
Some iiiiiiidtions even charge die borrower 
points— ora peroemage of die anuunc 
bonowed. 

■ If you want toincicaseyour credit line bier 
on,youmaybeiequirBdtopaydieck)siqg 
costs, fees and points aU over again. 

■ The interest rales, whKh are usuaUy lirdced to 
die prime rale; are more vanabie dian credit 
card rales. And given diesizB of die potential 
mlerest payments; it pajstoshop around befbre 
you sign iq) for a line of oediL 

AM of these dUerencci demand IhM you 
approach a home eqdty Ene of ciedk « you 
wouU another moilgaee (wfaidi it b) ladwr 
than another easy source of cmiL We aug* 
geit these pnxfent borrowing atrateg^es: 

■Analyze your financial situatkn carefully 
before goingtodie bank. Conskler your kx«- 
nqgefinanddplansand what role your home 
equity phyi Forinslanoe;areyoucounliitgoo 
retirement income fiom diesale of die property? 
■Apply for die amount ofcredit you can afibnl 
-^ and ito mote. Resist die temptation to dank 
of a home eqiatyloan asan easy cash icsenc: 
' Youmayalsobeienipiftltoapplyfbr^maxi- 
roum amount toavoidiiddittonalctosfai g oons 
bier. This may make sense, if you know you 
can manage the maximum line of oediL 



GERMUNICWm SJVNBS BMK 

SO IMUCH IMORE 



■ Adjust your payback period acoordirtg to 
your purdiase. U makes litde sense to borrow 
money for acar and pay it back owr IS ycaiSL 

. Even widi die tax advantage, die car win cost 
much more dun it wouU widi a fixed«nn 
conventional loan. 

lnsiead,cak»lale dieamountof princfd you 
need to repay each mondi to pay oflr die kan in 
a reasondile period of time, or ask your fendiiV 
insiituikn todo iL Then pay datamountakxtg 
widi die finance charge, ndier dun die mmi- 
mum payment 

■ Don^risk die bmly home for fiivokxs pur- 
chases. Akhoits^ you may haveahMys wanted 
togo on sa&ri, ask youseifwhedier your house 
is woidi a few snapshots of wiU ginfies. 

What are we getting af?Shnple: Donit use 
dris kind of cieiflt lo p^y for thhipi that are 
used up « soon « you biqr theoL Thqr dealt 
justify crodmg your net worth — and thafi 
what fanpnident borrowing can doi 

We hope youl take doe tipsseriously when 
you apply for your homeequity line of oediL 
GSBiniendstowoikwidiyoutosfincturea 
home equity line ofoeditdiat win meet your 
needs without endattgcringjKMr home equity. 

We know what yoirharae means toyou, 
bodi finandanyandpeoonaly. Wiewanlyou 
to etijoy it for matiy years to come. 

if you have questions or oommenlsabout 
home equity lilies of credii, we invite you to 



Andrew McA.Hinler 
VkxPtakhsot 



Gty Line& Bdmoni Awnues 
Bab Cynwyd, PA 19004 
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EXHIBIT B 



THE ONE EQUITY LINE OF CREDIT 

IT CAN HELP YOU HANDLE YOUR NONEY BETTER 

We think you'll find The One Equity Line of Cr*dU the most versatile, easy to 
use loan you've ever had. And In order to help you use this loan to your best 
Advantage, we've €Ticlosed some valuable Information designed especially for The 
One Equi^ Line clients. No matter how you plan to use your loan, now or In the 
future, the$« cards will give you some helpful suggestions on how to best use 
your home equity. We hope you find them useful. If you have any questions now 
or later, please Just give me a call! 

BUILDING A SECOND HOME 

The One Equity Line of Credit can help you finance the construction of a second 
home or other recreational property. 

Before you start, here are some suggestions you may want to consider: 

-If you are considering the purchase of a parcel of land to build on, be sure to 
check with the local building Inspector to determine what Information or 
documentation Is necessary to be sure that the parcel Is bulldable. 

-Before purchasing the real estate, you should also contact an attorney to 
conduct a title search on the property to be sure that you will have a clear and 
marketable title. 

-Check you city or town's building code to be sure that your project will be In 
compliance with ar\y applicable ordinances and zoning requirements. Be sure to 
determine whether you or your contractor will be responsible for obtaining ariy 
permits, licenses or other municipal approvals and then make certain they are 
obtained. 

-Contact more than one contractor to get written bids. You m^y be surprised at 
the vast disparity In price and time to complete between contractors for the 
same Job. 

-Get rfiferences on each contractor from people they have worked for and make a 
visual Inspection of recent examples of their work. You may prefer one 
contractor^! style and quality over ^nattier s. 

-Contact an Independent ap{> raiser or REALTOR to determine whether the value of 
the property, once you complete construction, will not represent an 
over-lnprovenent for the area. 

-Make certain you understand the terms of the contract you sign with the 
contractor, especially concerning progress payments, payment of subcontractors, 
and the timeline for the project. If you have any questions at all, see you 
lawyer before you sign. 

-Protect yourself against liens for non-payment of subcontractors by receiving 
lien waiver agreements from the contractor and any subcontractors. This will 
protect you in the event that the contractor falls to pay tTie subcontractor. 

-Do not make the final payment until you are satisfied that the work compl es 
with the terms of the contract. If necessary, negotiate a "Hold Back" antouflt 
with the contractor to cover work which must tie corrected or modified, ndudlng 
a scheduled completion date by whtc)i the contractor must complete the tort or 
forfeit an agreed amount. By retai ng a certain amount of funds, you wil be 
in a better position to have the work completed satisfactorily by a different 
contractor. 

PURCHASING INVESTMENT REAL ESTATE 

The One Equity Line of Credit can help you finance the acquisition of Investment 
property. 
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Here are a few Items you should consider before undertaking this Investment: 

-In order to protect your Interests, an attorney should represent you. Your 
attorney can also conduct a title search of the property to ensure that the 
title Is clear and marketable. 

-Before purchaifng the property, ask the seller for operating expense statements 
on the property. This can assist you In determining the earning potential of 
the property. 

-Engage an Independent appraiser to appraise your proposed purchase In order to 
determine If you are paying fair market value. (Maine Savings Bank can suggest 
Independent appraisers If the property Is located In Maine.) 

-Determine whether any property irtiprovements are necessary Immediately or In the 
near future and Include their projected casts fn your expense calculations. Be 
sure to Include any additional borrowing costs as well. 

-Have an accountant go over the ncome statements on the property to ensure that 
you are aware of all tax Implications and that the property will be a profitable 
Investment. 

-If the property cannot support a professional manager, consider the cost and 
time necessary for you to travel to and manage the property yourself. 

COLLEGE EXPENSES 

Use The One Equity Line of Credit to help you finance college, graduate school 
or other higher education. 

Consider these facts before tapping the equity In your home for such 
expenditures: 

-Even though your Income may not permit the full borrowing for a subsidized 
Guaranteed Student Loan (up to $2,625 annually the first and second year and 
14,000 annua ly the third and fourth year) don't automatically assume you are 
Ineligible. Be sure to nvestlgate that possibility thoroughly first by 
contacting your Maine Savings banker to explore your borrowing options. 

-Don't assume that student loan requirements and eligibility guidelines will be 
the same every year Fi out the financial aid forms each year to determine 
el gibi ty for a Guaranteed Student Loan or any other scholarship or grant 
programs the col ege may offer. 

-Depending on the nstUutfon you may be offered an alternative borrowing 
source directly from the schoo., or the school may provide *aie ncentlve If you 
elect to prepay any or al of the expenses for a particular program. 

-Or you may wish to consider the Parental Loan Program of up to S4,OD0 per year, 
or, for Independent students, the ALAS Program of up to S4.000 per year for 
graduate students and $2,625 per year for independent undergraduate students. 
These loans' fixed rates and longer term^ r^y help to make the cost of education 
affordable while holding part or all of your home equity In reserve. Again, 
check with your Maine Savings banker about these options. 

INVESTING OR BUYING A BUSINESS 

The One Equity Line of Credit can be used to help finance the expansion or 
acquisition of a business, to Invest In stocks and bonds, etc. 

Here are some suggestions If you use your home equity for such Investments: 

BUYING A BUSINESS 

-If you're thinking of buying a business, several years' Income statements and 
balance sheets of the business should be analyzed to determine the viability of 
the business, the market for the products and stability of Its customer base. 

-Review the company's business plan carefully to determine If It Is reasonable 
and Its goals achievable. 
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-An accountant should be called in to review the balance sheets of the business. 

-Your own attorney should always be consulted to protect your interests in any 
transaction. 

-If you are using your equity as only a portion of the cash investment required, 
factor into your business plan the cost of additional borrowing. 

STARTING A BUSINESS 

-The same considerations for purchasing a business apply to the evaluation 
process n the decision to start a new business (see above), but because of the 
relatively high failure rate in new businesses, extra caution must be exercised 
and there mst be dditional funds available either through an unused equity 
line or outside sources. 

-We do not recommend using advances against an equity line to start a new 
business unless income levels as shown in the original application are continued 
in order to service the loan in the event the business is not successful. 

OTHER INVESTMENTS 

-Investment strategies can target short-term growth or longer-term retirement 
goals. Consider IRAs, Keoghs, or SEPP plans. Talk to your Maine Savings banker 
to find out which option is best. 

-Neither stocks nor bonds nor mutual funds Involve guarantees of return or 
appreciation. Consider the consequences of losses as well as gains before you 
invest. 

-To invest in stocks, bonds, mutual funds or other similar investment vehicles, 
you may wish to contact Winslow Investment Company, a subsidiary of Maine 
Savings Bank, for both advice and discount brokerage services. 

-Talk to the people at Winslow Asset Management if you're interested in having a 
personal financial plan designed and managed for you. 

HOME IMPROVEMENTS 

You can use The One Equity Line of Credit to finance a home remodeling job or 
other home improvements. 

Here are some suggestions to get you started: 

-Contact more than one contractor to get written bids on your home improvements. 
You may be surprised at the vast disparity in price and time to complete between 
contractors for the same job. 

-Get references on each contractor from people they have worked for and make a 
visual Inspection of recent examples of their work. You mdy prefer one 
contractor's style and quality over another's. 

-Check your city or town's building code to be sure that your project will be in 
compl ance with any applicable ordinances and zoning requirements. Be sure to 
determine whether you or your contractor will be responsible for obtaining any 
permits, licenses or other municipal approvals and then make certain they are 
obtained. 

-Contact an appraiser, REALTOR or other Real Estate professional to determine if 
the improvements will actually add value to your property. You may want to 
think twice if such a rtai estate expert feels your Improvement will 
"over- improve" your property for the neighborhood, making it difficult to 
recover your Investment should you decide to sell. 

-Make certain you understand the terms of the contract you sign with the 
contractor, especially concerning progress payments, payment of subcontractors, 
and the timeline for the project. If you have any questions at all, see your 
lawyer before you sign. 

-Protect yourself against liens for non-payment of subcontractors by receiving 
lien waiver agreements from the contractor and any subcontractors. This will 
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protect you In the event that the contractor falls to pay the subcontractor. 

-Do not make the final payment until you are satisfied that the Mork compiles 
with the terns of the contract. If necessary, negotiate a "Hold Back" amount 
with the coJitractor to co^^er ytori. wh'fch must be corrected or ntadlTi&d, ndudlng 
a schedi^ied conipietion ^t& by which the contractor must complete the work or 
forfeit an agreed amount. By reta n^fng a certain amount of funds, you will be 
In a better position to have the work completed satisfactorily by a different 
contractor should there be a problem. 

CARS, ANTIQUES, ART, YACHTS... 

Use The One Equity Line of Credit to write yourself a loan to finance larger 
purchases. 

Here are a few things you should consider when purchasing other assets such as 
antiques, art, collectibles, a car, boat, etc.: 

-Shop carefully. Be sure you are paying fair market value for your purchase. 

-If purchasing a depreciating asset such as a car, boat or recreational vehicle, 
consider p^1ng down the prlndpa part of the loan balance (as well as the 
interest J ort A regular basi so t is totally paid back In a reasonable period 
of time. Otherwise you nay eventually be left with an outstanding debt which Is 
much greater that the <leprec la ted value of the asset. 

-Your Maine Savings banker can set up a monthly amortizing payment schedule In 
order that your loan balance Is "paid down" as your purchase depreciates. 

-If purchasing an apprecijUng asset such as high quality jewelry, art or 
antiques, you should have these Investments appraised to determine their market 
value. This will help to ensure that you are not over-paying for your 
Investments, making It difficult to recover your expenditure should you decide 
to sell them at a later date. 

-Be sure to maintain adequate Insurance on all of your assets. Contact an 
Insurance agent experienced with your particular assets to help you determine 
whether your assets are adequately documented and protected. 
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Mr. Chaiman, Maabars of tha Coanittaa, I am David H. Pohl, 
Sanlor Vica Prasldant of Gibraltar MonayCantar, Inc. of San 
Dlago, California, and Chalman of tha Raal Estata Landing 
Sactlon of tha Aaarican Financial Sarvlcas Association 
(AFSA) * . 

I appreciata the opportunity to appaar bafore you today to 
present AFSA's viaws on H.R. 3011, the Hoxaa Equity Loan 
Consumer Protection Act of 19 B7. I would like first, to 
define soBe cf the tens which are comnonly used to describe 
home e^lty lending; second, to discuaa eam« of the criticisms 
of hoopfe «c|uity lending products; third to discuss how thesfi 
products are regt^lated and then. In that context, to address 
AFSA's concerns about H»R, J Oil. 

HoBig Eauitv Loana - _DefinitiQn3 

The term "home e^ity loan" rsfers to any Ic&n secured by 
residential property other than the primary loan to purchase 
the property* Although eany believe that hoi&e eq^ulty lending 
is B relatively hew phenomenon, its roots can be triced to the 
late lSoo*s vhen building and loan soclatias used this aethod 
to help people buy hoass. Hone equity lending has long been a 
aajor type of lending for nany AFSA member companies. However, 
the predominant fom of hone eq^uity lending vas and still is 
the closed-end, fixed-rate loan, also widely Xnovn as the 
"second ttortgage**. Only within the last few years have more 
and »ere lenders begun to offer open-end home equity lines cf 
credit. 

Zn numerous recent articles and discussions on the subject, 
broad-brush charActerizations have been Bade sbout all home 
equity loans. Quite often, no effort is made to distinguish 
the closed-end, fixed-rate loan {the traditional second 
Bortgage) from the relatively new open-end home equity lines of 
crsdit. These types of loans have inhsrsntly distinct 
characteristics, but are siollar in the respect that they are 
loans secured by tha ownsr s interest in residential real 
estate. Both fall Into the generic category of "hone ae[uity 
loan" . 

To maintain consistency throughout this testimony, Z will 
use tha following terminology: 

Z£££I DESCRIPTION 

Second Mortgage: Close d-snd fixed -rate or 

variable rsts loan 
secured by consuBisr*s dwelling. 

Home Equity Line of Credit: Opsn-end, variable rate or 

fixed-rate loan secured by 
consumer s dwelling which can 
be accessed by cesh advance, 
check or credit card. 

Home Equity Loans: Generic tsnn describing ascond 

mortgages and hone equity lines 
of credit. 



+AFSK is the nation's largest trade association 
repressnting nonbanJc providers of consumer financial services. 
Organized in l^lc^ AFSA represents a diversified group of 
eokipaniee ranging from independently-owned consumer finance 
offices to the nation's largest financial services, retail and 
automobile companies. 
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Over tha last decada, hona acnilty loans hava bacome 
Increasingly popular. For example, among a representative 
sampling of AFSA members, home e^ity loa:is outstanding grew 
from $2.4 billion in 1977 to $15,9 billion in 14Sb 

More recently, home equity lines of credit have caught 
ccnBum«r«' imoglnatlon ai more financial Instltut ons offer 
these praductp. The 193 technical amandjncnta to the 
Truth- in-Lending Act, which made revolving credit product* 
fftAsible, made their gro%rth passible Home equity lending has 
skyrocketed from 55 billion in outstanding loans in 1971 to 
over $150 billion in 1985 (according to data published by the 
Federal Home Loan Mortgage Corporation) . According to Moebs 
Services, a Lincolnvood, Illinois research firm, outstandings 
exceed $225 billion. 

COhaunerB like home equity lines of credit because they 
provide a relatively inexpensive and readily accessible source 
of funds. Consumers can borrow as much or as I ttle as needed 
depending on the size of their credit line and the minimuio 
advance requi rente ntE set by the lender. According to a recent 
yadera i^eserve Board survey, conducted by the University of 
Hichigan*B Survey Research Center (the Fed-Michigan survey), 
con^ujn^rs most often use home ecjuidy lines of credit to 
con±olidatB tlebt make home improvements purchase automobiles 
and to defray educational and medical expenses 

These products provide a Gource of credit which "travels** 
with the homeowner, thereby ensuring a reliable easy, and 
low-cost method to gain access to fundc when needed. 

Financial institutions liXe home equity lines of credit 
because they historically hav4 a low delinquency rat« and, 
because of their large size in comparison to other constimer 
loans have a lowar cott to loan-dollar ratio. Home equity 
lines of cred't attract a more upscale and sophisticated 
customer who may continue to utilize other services offered by 
the financial institution. 

While AFSA*s traditional membership - consumer finance 
companies - have been involved in home equity landing for a 
long time, it still is a fledgling product line in other 
sectors of the financial services industry. From AFSA's 
viewpoint, our competitors are only now learning what ve have 
icnovn for years that home e^fuity lending is both sttractive 
and bcnaficial to consumers as well as safe and profitable for 
financial inst tuticns 

In fact, the soimdness of home equity lending is clear. 
For example, in contrast to personal loans at finance 
companies, second mortgages show much lover delinquency and 
default characteristics AFSA research department data showed 
that 1. 9\ of finance companies home equity loans (primarily 
traditiona closed-end second mortgage loans) were more than 60 
days delinquent By comparison 60 day delincjuency in iinsecured 
lending was 4 5%. 

To further illustrate the lower delinquency of home equity 
lending, the U.5. League of Savings Institut ons 19B Consumer 
Lending Survey showed 8 of noncredit card-accesssd open-end 
equity loans and 3 31 of cred t card-accessed open-«nd squlty 
loans were more than JO days delinquent* De inquancies fsr 
first mortgage loans arc running much higher The Kortgaqe 
Bankers Association s national delinquency survey reported that 
S 3t of all one-to four-unit residential mortgage loans were 
more than 30 days delinquent as of December 1986. 

The variable rate feature that characterizes most home 
equity lines of cred t is an added attraction to lenders 
seeking to protect their portfolios from periods of volatile 
interest rates. 
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XFEA Supports Con sumer Education 

Naturally, AfSA is vary concarned about adv*rti«lng and 
lending practices which aay raflact advaroaly on tha integrity 
of this businee^P For that raaaori KFSK supports full, clear 
and accurata dlsclosura of hona equity loan tens, in a Banner 
that is meaningful to both the borrower and potential borrower. 

Beyond supporting the obj actives of the Trijith^in-' Lending 
Act (TILA) , AFSA has taken steps to contribute to consumer 
awareness of the nature of these products. 

AFSA is conducting a conaujntr education program which 
alerts consiu&ers considaring applying for a home equity loan: 

o That such loans entail a security interest in one's home. 

o That variable rat« and fiaym^nt plans should be analyzed 
to see how thay fit in one*s household budgat 

o That consumers should seek competent tax advice. 

o That consumers should shop for the terms and conditions 
which best meet their needs. 

This program has received wide-spread attention in the press. 
f See appendix) 

ATS A upholds a Code of Ethics, a condition of membership in 
the AHsaciation^ that emphaAizaa coBiplata and accurate 
advartialng and disclosure ot loan terms. Two provisions of 
the Coda aTB particularly appropriate 

o Kembers will explain fully to cuatomers the coat, terms, 
and contractual obligAtions of credit transactions. 
Written inatrumanta will be as simple lucid, and 
unambiguous as circunatani^eE vill pamit. 

o Truth In adv«rtising will be the guiding principle of all 
promotional efforts thus enabling potential credit users 
to make an intalligent sarlcctplaca daci^ion. 

Additionally, the Federal Trade Commiasion, which remains 
the primary federal regulator of moat AFSA a embers, has given 
AFSA penaitsion to reprint and distribute copies of their 
nanus 1 "How To Advartiae ConsuTaar Cradit". in sutb, AFSA is 
mindful of cor.auaar information, advartising and disclosure 
ptacticea in promoting home equity loans and continues to 
advocate adherence to such standards. 

Honig Equity Lending undsr Fire 

Recently, two consumer group« have called on Congress to 
enact increased disclosure r^qgirementB for home equity loans. 
Their proposed measures would also prohibit balloon payment£ 
and negative amortization plana. AFSA believes that theae 
proposals are based on the following implied assumptlonat 
(1} there is a widespread problem vith disclosure and 
advertising by financial institutions offering home equity 
loans; (2) consumers are tcio unsophisticated to understand the 
consequences of their actions: (3) landers do not discleae 
terms and conditions in order to gain ownership of the 
security and (4) home equity lending is now substantially 
unregulated. 

These assumptions are false. 

Lenders Disclose T eruvs And Conditions An^ C&piply Kith 
Advertising Standards 

Lenders comply with a host of fttote and federal disclosure 
statutes and regulations. Zf anything, we are now approaching 
the point where consimers are being confronted with 
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**ov«r-disclosure** . Zn ^ach home equity transaction, a borrowar 
Is given a voluminous amount of paper vor)t As described 
later, disclosure requirements ar« already prevalent for home 
equity lines of credit on the federal and itate levels. 

Advertising of home equity lines af credit has especially 
irritated consumer groups One group stated in a Kay 11 ^ isa? 
press release that "banXs are heavily promoting th«»« credit 
lines by promising the good 1 fe with easy repaymerit terms. 
But instead^ they'll keep consumirs in a perpetual state of 
debt and eat avay at the major source of consumer, savings , the 
Sfjulty in the homep" 

Natural ly, advertising is designed to sell products. The 
question is whether eye-catching ads encourage Inappropriate 
financial behavior. Ho evidence has been proffered to suggest 
that advertising has produced any frivolous behavior with 
respect to actual uses of hone equity lines. Further, no 
responsible lender condones visleading advertising. The recent 
Fed-Hichigan survey indicates rational uses of the lines of 
credit by bcrrovers. 

Consuaers Are SophlJticated Borrowers 

The consumers vho enter into home equity trans set ions are 
sophisticated enough to understand the ramifications of the 
transactions They understand that the loan is secured by 
their homer they understand that variable rates mean variable 
terms and they understand the tax consequences 

The Ain^riq^i^q Banker newspaper reported In it« May 12, 19t7 
edition that "consumer groups contended that many homeoimers 
fall to understand the risks of hone equity loans or to 
appreciate fully that they could lose their hones If they 
default on the loans.** However, the consumer groups* press 
releases do not offer any support for this contention. 

Even a casual reading of advertisements or the trade name 
of the producte themselves, typically "hone equity eccess 
account" or "hose equity line", indicates that a heme Is 
involved. The TILA requires ample disclosures^ discussed 
below, and provides for a three-day right of rescission. 

Furthermore, the nature of the transaction with the need 
for appraisals, mortgage documents, and the like Is similar to 
the consumers* initial mortgage application and closing 
process . 

Hecent data indicate that home equity line holders are 
sophisticated consumers. While XT$K research departsent data 
show that approximately tO\ of traditional second mortgage 
borrowers have annual incomes of Isab than $36pC>00, the 
Fed*Kichigan survey found that equity line holder^v median 
education was 14 years with a median income of $40,000 and 
media:: home equity of $7 0,000 This appears to be hardly a 
group Which would **fBll to understand the risks of home equity 
lines", as ths consumer groups contend 

The Fed*^fichigBn survey respondents were asked whether 
enough Infomation was provided by the lender at the time the 
account was opened, over VOt of the line holders reported they 
had received all of the information they needed to make an 
informed decision. 

Lenders A n in fluslneas To Make Iioans 

Lenders have no desire to enter into transactions which 
lead to foreclosures f in fact, lenders will do everything 
poesible to inform borrowers about the product in order to 
avoid any future problems. In deciding whether to grant such 
loans lenders evaluate ths creditworthiness of the applicant 

whether that person has the willingnasa f shown by past 
credit history) and the ability (shown by income) to repay the 
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loan. A practical reality In the hone •e[ulty lending business 
Is that lenders have no desire to foreclose on a secured 
property. In most cases, foreclosure proceedings lose money 
for the lender. 

Home equity lenders are In the lending business — not the 
real estate business — and are In business to make viable 
loans which a cuAt.oj&ar vlll renew. 

Finally, if the borrower does encoiinter difficulty with 
meeting his obi Ignt ions, responsible lenders will generally 
attempt to r««trvctur« the loan to avoid foreclosure. 

noma £quity_;jendlnQ t» Highly gagulji^ed 

Financial institutions' advertising and the offering of 
the&« prc^uctB must comply with a myriad of state and federal 
laws Tat sxainpl«, the following is a brief summary of 
applicable laws that « lender zust consider before launching a 
home equity loan program 

The TIIA (and Regulation Z which Implements the Act) 
applies to any consumer tr«7i« action secured by real property 
used or expected to be umed as the consumer's principal 
dwelling 

Two provislone directly r«l«te to the Initial disclosure 
•tateaent required by Regulation 2. one require' that special 
disclosurea be aade for variable interest rate procSuets. A 
lander offering a variable-rate product must discloae In the 
initial di^closute statement, circumstances under which the 
rates may increase, any limitation on the incrsase and the 
effects of th« increase. The second provision peTmlts the 
exclusion of certain closing costs from the finance charge (as 
in all real estate secured transactions) . 

Regulation Z governs homa equity loan advertising. The 
open-end credit advartising rules provide that the use of 
certain terms trigger a recjuirenent to disclose certain other 
key fess and charges that may be assessed in connection with a 
lender's credit program One tenn that triggers these 
additional disclosures is that which indicates that the lender 
would, in granting the loan, acquire a security Interest in the 
borrower ' a home . 

Perhaps the most dramatic TIIA provision is Uie consumer's 
right to rescind the entire transaction within tKree business 
days. This applies when the credit plan is opened, when a 
security interest ie increased to secure an existing plan, or 
the credit limit of the plan is increased. 

The right to rescind exists for three business days 
following the Isst of threa spaciflad events These events 
include the occurrence which gives rise to the right of 
rescission, the delivery of the rescission notice required 
under the provision, or the delivery of all "saterial 
disclosures** » If a lender fails to comply with these 
requirements, the borrower retains the right to rescind for a 
period of up to three years. A borrower may waive the right to 
rescind only in a bona fide personal financial emergency. 

The Equal Credit Opportunity Act and Regulation B which 
implements the Act] also contains detailed rules about 
information that a lender can request from an applicant for a 
home equity loan. 

Disclosures required under state law also generally apply 
to a federally-chartered or insured lender's home equity Icz^n 
program unless the required disclosures conflict with federal 
law. 

State disclosure ree[ulrements affect almost every phase of 
a home equity loan transaction. For example, at the 
application or preappllcatlon stage, special disclosures 
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similar to the initial disclosuras required by the Office of 
the Comptroller of the Currency's ARM ragulaticn nnd the 
Federal Hone Loan Bank Board** regulations uAy be required 
concerning the terms and conditions of the home equity lean. 

Similarly, state ''plain English I«vs may ^ovarn th« 
transaction. Certain tarms^ such aa a dua-an-aal* cIauab, may 
be required to be dlaclosed in particular documents to be 
effective. Further ^ advance notices may be required of 
adjustments in tha intvrest rate on th< account. Finally, 
disclosures peculiar to dalinquefit accQurt* lany be required 
under state law, such as "right to cur a" notices prior to the 
acceleration of any outstanding account balanca and apecial 
di^clcaure requirements prior to the initiation of foreclosure 
procaedingn. In addition to disclosure requirements, state 
laws may address fees and ch^rga^. 

The marketplace "■ through the operation of the secondary 
market — exerts a disciplinary forca on lenders by encouraging 
the standardization of documents and undcrvriting standards. 
Although the secondary marltet for equity loans is not yet fully 
developed^ it has and vill continue to have an increasing 
influence on landars progratn$ These standards provide an 
incentive to use prudance in all aspects of home equity 
lending. After all the bottom line for the secondary market 
is to ensure a minimal amount of loan defaults. Disciplinary 
forces exerted by the secondary market should not be discounted 
in determining the need for further regulation of this industry. 

Ho Data Support Add itional J>Qi«latlon 

Other than anecdotal citing of "horror cases**, no major 
study has been undertaken to show the need for additional 
regulation. Kany homeowners enjoy the benef ts at home equity 
products. No evidence has bean advanced that further 
protective legislation is required. 

As discussed earlier home equity lines of credit are a 
relatively new innovation available to consumers As such, 
evidence is just beginning to be assembled on the scope of the 
home equity lending bucineps euch as^ how many financial 
institutions are offering the product hov many consumers have 
utilized the product and to vhat extent have the incs been 
exercised. It was only in July of 1967 that the Federal 
Reserve Board began to collect cepftrate data on the amount 
outstanding extended under home equity lines of credit by banks. 

While efforts are continuing to collect and analyze as much 
data as possiblej it may be tao early to draw vast conclusions 
about any aspect of open-end home equity lines of credit 

All available evidence suggests that consumers are pleased 
with home equity lines of credit and have not encountered any 
significant problems with them. 

H,Rt 3QX1 

AFSA believes that this Committee should consider 
additional legislation only if such eg is ation does not 
inhibit the positive growth of home equity lines of credit. 

H.R. 3011, which addresses the disclosure requirements and 
advertising of home equity lines of credit, is a step toward 
achieving a balance between ful consumer awareness of this 
product and limiting the costs to lenders. 

AFSA commencas Representative Price and his staff for their 
willingness to neet industry rapreeentatlves to discuss 
lenders* concerns regarding this important issue. 

Our specific comments with respect to H.R. 3011 are as 
follows. 
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In section 7 ct the bllln paragraph (1) of new subsaction 
(c) requires that ^pBclal hon« «quity disclosures be given at 
the time of application^ or in thw case of telephone or mail 
applications, no later than three business daya following 
receipt by the cnder of an application. 

Thle paragraph, however, also provides that these special 
home equity disclosures sust be g ven "with the disclosures 
recjuired by section 127 [a)" {the disclosures required for 
open-end credit transactions under the current TILA) , This 
could sean either of the following: (*) that: the initial TILA 
disclosures nust be given with the new heme equity disclosures 
at the tine of application, or (b) that the home equity 
disclosures must be given twice — • once at the time of 
application and once along with the initial TILA disclosure 
statement . 

The fir«t interpretation changes the timing requirements 
for the initial disclosure etatement, which would disrupt 
settled practice. The second interpretation requires the home 
equity disclosures to be given twice. Currently, no other TILA 
disclosures must be given twice, cofi^lderlng that these 
disclosures may already be required by other applicable lav 
(discussed below) ^ this approach is unnecessarily duplicative^ 
Clarification is required^ 

The new disclosures also duplicate much that is required by 
the Federal Home Loan Bank Board 'a regulations which govern 
alternative mortgage transactions made by "housing creditors'* 
under Title viii of the Garn-St Germain Act of 19 B£. Many 
lenders offer home equity credit lines under the preemption 
provision of Title VI I I and eection 545 3 3 f) of the Federal 
Home Loan Ban>c Board^s reguletlona which require detailed 
disclosures within three business days of the application. 
Subsections (f}(4)-(ll) are applicable to housing creditor^. 
f Seg the Appendix to 12 CF.R. 545) This duplication should be 
eliminated by providing en exemption in the bill for creditors 
who comply with the early disclosure requirements of other 
federal agencies. 

Subparagraph (F) of paragraph (^J of new subsection (c) 
requires the UAe of an example "based on a $10,000 amount 
outstanding"* AfSA believes it would be confusing to know how 
to provide such an exampla because the periodic payment amount 
may vary depending on the appi cable interest rate in effect 
and whether or not any other advances have occurred 

A more effective way to provide consumers with a meaningful 
example with similar information would be to require an example 
based on a $10 000 advance at the time the account is opened, 
and to show the minimum monthly payment amount that would be 
rec[uired to repay that advance at the interest rate in a feet 
at the time the account was opened, assuming no rate changes 
and no subsequent advances For transactions where the initial 
rate is an Introductory rate which applies for a limited period 
of time^ some adjustment should be made to reflect the nonual 
index plus the margin rate after the discount period has 
ended. Rather than spec fying the parameters of the required 
example in the legislation, the mechanics should be left to the 
Federal Reserve Board 

Subparagraph (P) of the bill also requires the disclosure 
of "annual percentage rates that were or would have been in 
effect under the plan at calendar year-^end during the 
Immed lately precadlnq two years and their effect on the 
periodic payjoents under the plan stated as a dollar amount". 
Some home equity prograsts have an Initial discounted rate 
feature for example, making the loan at the Index rate itself, 
and then after a certain period of time a margin is added to 
that index rate to determine the effective interest rate It 
la unclear whether this requirement with respect to the 
preceding two years vould be based on the initial rate or the 
rate whicn may be in effect later on based on a margin. 
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The prohibition of the phrase "loan at prine" needs 
clarification. Many hone equity lines are based on the prime 
rate published in newspapers such as the Money Rate Section of 
The Wall Street Journal . We would want to be certain that the 
prohibition of the phrase "loan at prine" is intended to 
specifically prohibit that specific expression and not any use 
of the word "prine", or use of the prine rate as an index. 

Subsections (c) (3) (E) and (c) (3) (F) contain references to 
adjustable rate plans without a naxinun rate. These references 
appear to be no longer necessary because of the ARM interest 
rate cap requirenent contained in section 1204 of P.L. 100-86, 
the Competitive Equality Banking Act of 1987. The Federal 
Reserve Board is presently seeking to amend Regulation Z to 
implement this provision. Accordingly, references to plans 
without a maximum rate should be deleted from the bill. 

Cpnclygjgn 

AFSA is willing to work with your Committee in addressing 
these concerns. Thank you, Mr. Chairman and Members of the 
Committee, for this opportunity to express our views. 
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Appendix I 



Articles based on AFSA's "Consumer Finance Bulletin,** 
which provided guidelines ^or consumers on home equity loans, 
appeared in the following newspapers: 
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Press Democrat , Santa Rosa, CA 

Aahevillc TJTBes. Asheville, NC 

Centralia Evenino Sentinel . Centralia, IL 

yonnan Transcrip t , Norman , OK 

Idth, Elkhart, IK 

Burlington County Times . Willingboro, NJ 

Carroll County Times . Westminster, MD 

Hevburyport Keys . Newburyport, MA 

News . Harriflburg, PA 

IJgvs-Sentine^ , Ft. Wayne, IN 

Orecjonlan . Portland, OR 

Courier Times . Levlttovn, PA 

Herald'HeWB , Joliet, IL 

Kews-Press Santa Barbara, CA 

Northwestern , Oshkosh, Wl 

Pensaco la News-Journal . Pensacola, FL 

Fevjew-Journal . Las Vegas^ NV 

Sun-Tlmes , Chicago, IL 

Sunday Becord . Troy, NY 

Appeal-Democrat: . Marysvllle, CA 

Arizona Republic . Phoenix, AZ 

Republic . Phoenix, AZ 

Star-ProoreBs . LA Habra, CA 

The Record . HacXensacX, NJ 

Daily Astorian . Astoria, OR 

Journal-Standard , Freeport , IL 

Tribune . Wisconsin Rapids, Wl 

Stuart Nevs . Stuart, FL 

Law_rence Eagle-Tribune . Lawrence, MA 

Cincinnati Enmiirer . Cincinnati, OH 

Enquirer . Battle Creek, KI 

Kg&tycky Enquirer . Cincinnati, OH 

Nevs-Enterorise . Eliiabethtown, KY 

Orlando Sentinel . Orlando, FL 

Palm Beach Post . Weat Palm Beach, FL 

Times -News ^ Erie, PA 

Chattanpoqa Times . Chattanooga, TN 

York Daily RecQXJ ^ York, PA 

Cloucester County Tjnies ^ Woodbury, NJ 

Cecil Whig . Elkton, KD 

Star-Free Press . Ventura, CA 

£alTn_ geach Post . West Palm Beach, FL 

Dallv News . Camarlllo, CA 

Tribune News , Whittier, CA 

Johnson City Press > Jonnson City, TN 

Los Angeles Times , Los Angeles, CA 

Chicago Tribun e [News Line] Chicago, IL 

Hiami Herald . Kl^ni, FL 

gyjldaty Kecord , HacXensack, NJ 

The Sun . Baltimore, MD 

Oklahoman . Ok^lahoma City, OK 

Post-Gazette , Pittsburgh , PA 

Virginian-Pilot Ledger^Star . Norfolk, VA 

Asburv Park Press . Asbury Park, NJ 

Sun*Times . Chicago, ILL 

Post Standard . Syracuse, NY 

Durham Worning_Herald . Durham, NC 

Charleston Daily Mail. Charleston, WV 
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Statement of the 
American Bankers Association 
on the 
Home Equity Loan Consumer Protection Act of 1987 
H.R.3011 
Subcommittee on Consumer Affairs and Coinage 
Committee on Banking, Finance and Urban Affairs 
United States House of Representatives 

October 6, 1987 

Mr. Chairman and members of the Subcommittee, I am William 
T. KirKpatrick, vice President of Citizens and Southern 
National Bank in Atlanta, Georgia. I am also a member of the 
Consumer Credit Division Executive Committee of the American 
Bankers Association and a member of the faculty of the ABA's 
National School of Real Estate Finance and the National 
Consumer Credit School where I teach courses on home equity 
lines of credit. 

The American Bankers Association is the professional and 
trade association for the commercial banking industry. The 
combined assets of our members represent approximately 95 
percent of the industry total. We welcome the opportunity to 
present the Association's views on H.R.3011, the Home Equity 
Loan Consumer Protection Act of 1987. 

The American Bankers Association supports the intent of 
H.R.3011 in its efforts to provide simple and understandable 
disclosure of loan terms to potential customers and to 
advertise home equity loan products in a responsible manner. 
However, in order to achieve our mutual goals ^ ^^ offer some 
suggestions for modification to the proposed legislation* 

Before I outline these suggestions, it's important to 
understand the recent developirents surrounding the growth of 
this product, namely how home equity loans work, why they have 
become so popular with consumers and borrowers, and how lenders 
evaluate a consumer's creditworthiness 

A home equity loan is really a derivation of the 
traditional second mortgage. Kany of us remember the 
traditional second mortgage -- which was and still is a fixed- 
rate fully amortizing loan where borrowers received the full 
amount of the loan following approval. Payments were made in 
monthly installments usually over 15 or 20 years. 

Today, the newest and most common kind of home equity loan 
is the home equity line of credit When we talk about home 
equity loans we are generally referring to a revolving credit 
line in which a consumer can borrow and repay against the line 
of credit as needed for a specific revolving credit period 
which may range from five to ten years. During this period 
the borrower may choose to pay a portion of the principal plus 
interest, or interest charges only The interest rate is 
generally an adjustable one which is indexed to a short term 
market rate like the prime rate and is subject to increase and 
decrease regularly as the index rate changes. Rates are 
typically lower than other consumer loans. 
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Following the revolving credit period of a home equity 
loan, any outstanding balance generally converts to a 15 year 
or 20 year amortizing loan at a fixed rate. However, some 
lenders may require a balloon payment where the balance is due 
at the end of the revolving period in one lump sum. Depending 
on the market, this balloon payment is often a customer driven 
feature . 

Like any mortgage loan, there can be application fees plus 
any combination of appraisal, title, insurance, attorney, 
recordation and similar fees depending on the lender and 
location. 

Why do consumers and lenders like home equity loans? 
Consumers like them for convenience and economics. Home equity 
loans provide a convenient w^y to access substantial amounts of 
credit at relatively low rates- Knowledgeable consumers prefer 
to have the ability to accommodate most of their lending needs 
on their own thereby avoiding repeated visits to the bank In 
addition, recent changes in tax legislation make these loans 
particularly attractive, because while interest deductibility 
is being phased out for most other forms of consumer credit , 
home equity loans may remain a source of tax -deductible credit 
for many consumers 

Banks and other lenders like home equity loans because 
they are a secured and relatively simple form of credit. They 
provide good security for a bank, if managed prudently. Their 
lower cost In relation to loan size is reflected in the 
attractive pricing to consumers. 

Let me underscore the importance of prudence. The home 
equity loan is an excellent financial tool for some consumers 
when offered properly and prudently by lenders and used 
properly by borrowers. If either fails to recognize the 
purpose for which it is intended, the risks associated with 
easy access rate volatility, and lack of payment discipline, 
can result in credit abuse and, perhaps in some extreme cases, 
the loss of the home. 

Bankers and other traditional and regulated financial 
institutions have years of lending experience and generally 
adhere to prudent loan underwriting practices. Bankers base 
loan approval on the consumer's ability to repay* In other 
words r it is not based on equity alone, but on the consumer's 
total financial strength. Evaluation of each applicant's 
creditworthiness is done on a case-by-case basis The most 
important guideline in measuring the ability to pay is the 
monthly -debt -to-income ratio which relates to monthly gross 
income the monthly payment required to amortize the full home 
equity line of credit along with any other fixed monthly 
payments. The ratio can rang^ between 30 to 40 percent, but 
can vary based on other borrower circumstances. 

The other major credit determinant is the combined 
lo^^to'-jv^v^ ratio or the ratio of all debt first mortgage 
plus the equity lines as a percent of the appraised value of 
the home). Combined loan to value ratios generally range from 
70 to 80 percent and provide the cushion against a decline in 
the value of the home should the lender have to look to the 
home to repay the loan. The home, however, should NEVER be 
looked on as the primary source of repayment. 
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I cannot emphasize enough that reputable bankers and other 
traditional lenders are in the lending business , not in the 
foreclosure business. It is in our best interest to use the 
most prudent lending practices possible. 

A recent ABA survey shows that banks are using 
conservative criteria for home equity lending. According to 
the ABA s 19&7 Retail Bank Credit Report regardless of size, 
banks coiranonly reported a loan to value ratio between 75 to 78 
percent for both fixed and variable rate loans well within the 
standard guideline of 60 percent. The report also found "most 
banks recognize that questionable advertising rright confuse 
consumers *' The survey indicated that the banking industry 
is already derror^st rating a strong commitment to responsible 
advertising practices^ 

While we have heard a lot about the sudden growth of home 
equity loans, the simple fact is that second mortgages in 
general have been growing in popularity since 1980. According 
to the National Second Mortgage Association, second mortgage 
outstandings have grown from $34 billion in 1980 to $175 
billion in 1986, and $35 billion of that was in home equity 
loans . 

Like all credit instruments, home equity loans carry a 
potential risk. But the risks associated with them can be 
easily managed by responsible lenders and Informed borrowers. 
Because of this belief the ABA has pioneered the publio 
awareness efforts among the financial services industry. Last 
Fall concerned that some lenders were not advertising the 
product in the most responsible manner, the ABA formed, a home 
equity task force to educate lenders- I chaired that task 
force and in December, 19B6 the task force produced a "Hone 
Equity Alert Kit." It offers guidelines for responsible home 
equity advertising which we feel the entire lending industry, 
not just banks should adopt We distributed thousands of 
these kits to bankers and to anyone else who requested them, 
free of charge, because of our commitment to responsible 
advertising. 

In conjunction with this lender education effort, the ABA 
also compiled a comprehensive 700-page guide, "n&e Home Equity 
Lending Manual" for bank officers. This publication helps 
bankers design responsible home equity loan programs. 

A next phase of the ABA's public awareness campaign was to 
produce a consumer brochure, ''What Yo^ Should Know About Home 
Equity Loans ** It gives consumers tips on both the benefits, 
and most importantly, on the potential pitfalls of these loans 
and it has been widely recognized for its candor. To date, 
more than 100,000 brochures have been distributed to the 
public . 

This awareness effort was followed by a video press 
release designed to educate consumers and the media on the 
responsible use of home equity loans. Featured in the video 
tape are Hark w Olson current national president of the ABA 
who is also president of Security State Bank in Minnesota and 
Alexandra Armstrong, president of a renowned financial planning 
firm. The video was recently transmitted by satellite to more 
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than 700 TV stations covering every major market in the country 
and to date we know that at least 100 TV stations covering 
every major market in the country have already used the video 
in their news programs. 

We will be happy to make these materials available for 
Subcommittee review. 

In effect, much of what Congress is considering to require 
by law, our members have been doing on a voluntary basis and 
will continue to do so. 

Nevertheless, we support reasonable disclosures of 
pertinent features of home equity financing products. These 
disclosures^ however, should be meaningful, easily understood, 
and useful for the purposes of evaluating home equity products. 
We welcome Jiepresentative David Price's efforts to draft 
legislation to address this issue in a realistic way and we 
would like to make some recommendations to help streamline the 
legislation and improve consumer education on the responsible 
use of these banking products. 

Subsection 2(c)(1) of the bill states that disclosures 
shall be given at the time of application for those who walk 
into the financial institution or in the case of telephone or 
mail applications "no later than three business days following 
receipt by the creditor of an application." 

We are concerned with the warding of subsection 2(c)(1) 
for a number of reasons First the use of the word "given" 
could be construed to tnean at the time received." It %/ould be 
particularly difficult to comply with this subsection if the 
initial contact was made by telephone. 

Second, this subsection requires that disclosures be given 
at the time of application for those who walk into the 
financial institution In those situations where the 
application is made by telephone or mail, the disclosures are 
to be provided "no later than three business days following 
receipt by the creditor of an application " 

We believe it should be amended uniformly granting three 
business days in which to provide appropriate disclosure 
information. Regulation Z and the Real Estate Procedures Act 
(RESPA) afford three business days for various aspects of their 
regulations The Right of Rescission utilizes a three business 
day period and RESPA disclosure requirements provide for three 
days for disseminating information* The consistency of 
affording three business days for home equity information would 
provide regulatory uniformity and help bank officers avoid 
making errors which result from one critical variation in 
disclosure timetables. 

Furthermore, subsection 2(c)(1) should be amended to 
indicate the lender's responsibility to mail the information 
within three business days. As the bill is currently drafted, 
one might construe that banks are required to see that the 
individual receives the information within three days. Once 
the disclosures are put in the mall, there is simply no way to 
control when they reach the consumer. 

In addition, to prevent customers from arguing that they 
made an application when they only partially completed one (and 
the creditor does not believe the application is completed), vre 
suggest amending the language to require applications be 



Digitized by VjOOQIC 



119 



written, and providing some elaboration concerning the type of 
application which will trigger disclosure. 

With these concerns in mind. Subcommittee members mav want 
to use the starn3ard set forth in the current wording of the 
Truth* in -Lending Act section 128(b)(2) as a basis for drafting 
clarifications This section states that the disclosures "... 
shall be delivered or placed in the mail no later than the 
three business days after the creditor receives the written 
application. . . .** 

Subsection 2(C) requires disclosures of "Any fee imposed 
for the availability of the account including but not limited 
to annual fees, application fees, and the fees commonly 
designdted as 'points'." If the specific fee information is 
not available at the time of application, disclosure problems 
might result We suggest amending this subsection to take into 
consideration the potential compliance problem by permitting as 
an alternative, "an explanation of how the charges will be 
determined " The revision would be similar to the wording 
currently found in the Truth- in-Lending Act, sections 
226.6(a)(4) and 226.6(b). 

The general wording of this subsection also creates a 
potential problem of how to disclose eoine fees which will be 
uncertain for a period of time such as appraisal fees and title 
insurance fees. We suggest that the Subcommittee amend the 
language to grant financial institutions flexibility under such 
circumstances to disclose initially that there are certain 
additional categories of fees whose exact amounts must be 
determined and later permit them to disclose the exact figures 
within a reasonable amount of time beyond the initial 
disclosure period. 

Subsection 2(c)(3)(F) requires banks to provide an example 
based on a SIC 000 outstanding loan. The example would include 
the periodic payments required under the loan and the annual 
percentage rates that would have been or were in effect under 
the plan for the immediate preceding two years, and the 
resulting payrnents. Assuredly some type of example would be 
helpful to consumers, and we support this concept as long as it 
educates consumers and does not cause compliance problems for 
banks. Rather than dealing with the specifics of the example 
in the legislation we suggest that the bill direct the Federal 
Reserve Board to have complete responsibility for drafting the 
appropriate example with the goals of consumer education and so 
eliminate compliance problems for lenders. 

Some fine tuning of subsection 2(c) (3) (J) should also be 
undertaken to establish that in instances where there are 
interest-only payments, they may result in greater total 
expense over the life of the plan than comparable plans that 
include payment of principal as well > This additional phrase 
would clarify the point being made- 
Subsection 147(d) states that the Federal Reserve Board 
has 180 days from enactment of the Act to prescribe 
regulations. Subsection 147(e) then indicates that the 
regulations will take effect at the end of the 180 day p>eriod. 
Such a tight schedule of the legislation can detract from 
efforts of the Board and the banks Haste in drafting 
regulations and in complying with new regulations increases the 
chances of errors and unnecessary expense The result would be 
confused and misinformed consumers. In the best interests of 
all involved, sufficient time should be provided for the Board 
to draft regulations properly and for banks to review and 
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implement the regulations without unnecessary risk of errors. 
We suggest that this subsection be amended to allow 180 days 
for compliance after the regulations have been finalized by the 
Federal Reserve Board. 

Throughout the legislation moreover, the language should 
be amended to Indicate It pertains to one*s "principal" 
dwelling. Inasmuch as this bill would amend the Truth-ln- 
Lending Act which covers among other types of lending those 
secured by one's principal dwelling, the amendment would 
standardize this bill so that It conforms to current law. 

Finally, H.R.3011 should provide that federal law 
supercedes any state law relating to home equity financing 
products. Without this provision, states could create a 
patchwork guilt of related but inconsistent or different law 
that ultimately could be to the disadvantage of the consumer 
and make disclosure compliance unduly complicated. Many 
financial institutions market home equity products regionally, 
and compliance with individual state laws would present 
unnecessary difficulties. We urge that H.R.3011 be amended so 
that federal law supercedes any state laws dealing with 
disclosures or advertising of home equity financing products. 

In conclusion, I want to stress again the mutual concern 
of the American Bankers Association with the Congress in 
protecting consumers from the loss of their most important 
possessions — their homes. We believe that home equity 
financing products must be used wisely and carefully and we are 
committed to seeing that happens. 

We appreciate having the opportunity to testify on 
H.R.3011 and look forward to our continued work with members of 
the Subcommittee in developing a final version of this bill. 

I will be happy to answer any questions that Subcommittee 
members may have. 
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The 
City of 
New 
Mxk 



Departmeol 

CongMner 
Affairs 



OCT29«0^ 



80 Lalayene Street 



AngiloaAfwnl* 



October 27 » 1987 




The Honorable Prank Annunzio 

Chainsan 

SubCDimnittee on ConsiuMr Affairs and Coinage of the 

CoiBiAitt«e on Banking* Finance and Orban Affairs 

B^S^ Uoufl« ot R«pi:eAentatlv«B 

Capitol HftahlngtDdf D.C. 20515 

RBt H.R. 3011 
Dear R^picscntatlTC Annunslot 

I an writing to «xpreBfl to you and to the House Subcoatmlttee 
on Consumer Affairs and Coinage We** toeJc City's poaitLon on the 
Home Equity Loan Bill (a.K, 3011) tbat is preaentiy before you. 
We applaud your coinnitt*** Repr eaentatiTe Price and fals 
co-sponsors for taking tisely and appropriate action to address 
the problems raised by the Bky rocketing grovtb of ho«« equity 
financing. 

Because of new tax law provisions which became effective In 
January 1987 # my Depart^nent anticipated that lenders would 
heavily promote home equity financing since Interest payments on 
such loans cenain tux deductible. 

we started with the realization that consumers clearly take 
great risks when uaing home equity financing aa a Bub«titutc for 
more traditional conaumer loana, Fo most coneuneis their home 
ifl their only fiLibatantial aaaet. The deciElon to place It at 
riaic requicea careful deliberation of the financial and legal 
obligations involved and consuiners muat he encouraged to weigh 
the risks and costs of alternative financing before they pursue 
home equity financing. 

Apparently recogniilng the importance of fully Informing 
consumers about hone equity loans the American Bankers 
ASHOciatlon sent its members a "Home Equtty Aleit in Harch 
1987 to eophaaize to ts fiei&bers that bankers had a 
responsibility to encourage 'educat*d and prudent behavior" by 
consLtnerSf and that the indtJstiry had a responsibility 'to 
ensure that consumers are offered clear accurate and nteanlngful 
information in home equity ads." (Copies of the "Alert" and 
Advertising Guidelines for home equity loans are attached as 
Enclosure 1.) 

Because home equity financing affects such a significant 
consume i: assets my Oepartpteftt decided to monitor home equity 
loan advertising to see hov fully and accurately financial 
institutions informed consumers about these loans. ThuSf we 
surveyed honie equity loan advertising that appeared in the major 
New York City metropolitan newspapers during a three month 
period in early 1987, 
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What we found was disheartening. Instead of the full and 
accurate diicloaaKes recasacnded by the American Bankers 
Aaaociatlonr v* found that the advert Icing of all twelve 
financial inBtitutiona v< reviewed pl«Ied conauk«r8. Our study 
led Uft to prOBulgAte adv«ctl<ing guld«lineA about infornation to 
be Included in ada lo that conauaere would not be misled. 

The ytowtlv of hoM equity financing. 

All typ«« of bo»e equity lending have riaen aatrononically 
in tb« last few vv«i:s - froa $34 billion in l»ao to over S2a0 
billion in 1966 (a 4B8% iacrcaae in 6 yeara) And these nuabers 
do not yet reflect the leaultB of the heavy prosotlona we 
reviewed which sel hoae equity financing aa « vsy to tAke 
advantage of the new t«T laws Nor do we yet bav* any tellabXe 
«tatl0tica on how puch hone equity credit line financing^ aa 
opposed to Dore traditional Eecond nortgage loanEf haa grown. 
AlsoBt unknown six yeers agor hone equity credit line loans are 
now available fiom Boat £ nancial institutional The Federal 
Reserve Board b«s only recently begun to gather separate 
statistics on this financing activity. 

The phenoaenal increase in hoae equity financing has been 
fueled by the Biallarly expioBive rise in real estate valuesr 
eapecially in netropolitan areaa. There is over $4 trillion 
vorth of untfotrtgaqed hone owners' equity waiting to be tapped. 
Equity fiavicing haa thus barely reached '5% of the potential 
■arket. 

What arc hoM equity loana? 

Siiiply putr hone equity loana Coc linea of credit) are 
nothing *ore than loans using a borrower's bo«e a^ collateral* 
K bank lends aone percentage of the hoee owner's equity « usually 
TS to ft6i> The equity ia figured aa the current Appraised value 
of a home less aeountB atlll owed on eiisting aortgagca. Poi 
eKSBpler a conauaer whose hose waa appraiaed at $15DfD00 and who 
still owed (5 Or 000 on an existing nortgage loan would qualify 
for a ho»e equity lo«n for as such aa SSOrOOO C^LOOrODD x BOD. 

The key (difference between a traditional aecond nortgagc 
loan and ita new-fangled offspring la the way borrowers tap the 
aaount lent and how it is to be repaid, with traditional second 
Bortgage financing^ the borrower obtained the loan in a lusp sua 
and paid interest on the entire loan asiount. The borrower also 
repaid the loan according to a fully anortiied flied xtonthly 
payment schedule. The interest rate on the loan could either be 
fixed or variable. 

The new home equity loansr on the other hand» are lines of 
credit allowing borrowers to draw on that line up to the masiaua . 
asount of the equity loan Borrowers can usually draw on that 
asount for a specified tli&e period the "access phase." A 
borrower can use special checks or credit cards to draw on his 
or her credit line* 4nd pays inteireat only on the aaount 
borrowed r not the masiBun loan asount. Depending on the 
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particulars of a lender's plan» there may be limits on the 
Aiu«b« of tfltbdcavalB vlthin a specified time period and minimum 
amounts for each vithdr*val 

Credit lln« home equity plans do not require borrowers to 
repay the principal according to a fixed payment schedule* at 
least n«t during tbe acceaa phase '^ □£ the loan. Payment terms 
vary greatly among lenders Durlnq the *acc«8a phase * 
borrowers usually muatf at « mlnlvuar make Interest payments on 
the anounte borcowed, some plans nay require boiroweta to make 
nlnimUB Honthly payments that could result in tht tepayment of 
some principal during the 'acceas ph^se* Others do not. 
Borrowers can^ hoveveir repay the principal If they wish* and 
4ny principal repaid is then again available for future 
borrowing ^he loan's ^access phase' typically lasts between 5 
to 10 years f but the acce^ff phase ' could remain open-ended so 
the plan would never actually require the bo rower to repay any 
principal. in that case the loan* in effect* either lasts 
until the hove is sold^ or lasts the borrower's lifetime and 
will not have to be repaid until the borrower's estate is is 
settled. Once the credit line terninatefi und« a plan* the 
borrower must begin to repay the principal. The repayment plan 
may call for one lu^p sun <a huge balloon payment) p or: vay 
provide for a fixed payment schedule of anyvhere from 15 to 20 
years, the point at which the "acce«ft phaBc" tecminates and 
repayment begirta say b« clearly specified in advance i <i»e. a 
specific number of years)/ or it may be left vague and terminate 
upon a lender's periodic review or upon demand by the lender. 
The particular payment tern a of a plan can* however* combine 
various features. 

The interest rate for home equity credit lines is almost 
always variable and tied to some index. The prime rate 
published in the wall stree t Journal is a frequently used index. 

The new fangled equity credit lines touted by banks are* 
however* nothing more than the old-fashioned second mortgage in 
new clothes. 

A ft*w inaqe fof an old product. 

Financial institutlonfl have apparently found the way to shed 
the negative image second nortg^ge^ once had. That negative 
image was acquired during the Depression after thousands of home 
owners lost their hones when they were unable to repay second 
mortgage loans. Md for more than five decades second nortgages 
were consigned to the fringes of financial respectability 

The newly found popularity of home equity loane is evidence 
that lenders have succesafully revamped the product to make it 
more acceptable to consumers* Unfortunately* ttierely spiffing up 
the image does nothing to eliminate the substantial risks 
consumers assume when they use equ ty financing. 

Onless clearly and forcefully forewarned* consumers can 
easily overlook numerous traps in equity credit line loans* 
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especially i£ they rely on lender advertising that can lull thea 
into a false sense o£ security. Here is how consumers can 
easily get hooked. 

The hidden traps in eauitv financing. 

1. Contrary to the inage fostered by lender advertisingf 
the only real way to unlock assets tied up in a home is to sell 
it. And once consumers do that» where are they to live? 

The fact is that» except in unusual circunfitances 
requiring careful planning (such as reverse annuity mortgages? » 
equity loans are not meant to be repaid out of the equity tied 
up in the homer but out of a borrower's income. Wber^ borro^ets 
rely on their incomers to cpay a loan* tbeie are very tev 
purchases fo vhich it ie wise to use their homes as 
collateral. Tbese nay Inc ude college educations* home 
improvements that add to the value of the home* or unavoidable 
necessities like medical bills. 

As our ad review showed # however # lenders are not 
promoting equity loans for such prudent purposes. CUiite the 
contrary. Their Advertising strongly «ncourag«B conaumers to go 
on spending sprees with the cash £ «ed fcoa the home. The 
relatively low minimunt witbdraval tequirementa^ ranging flOtt 
SlOO to SltOOOr are almost guaranteed to encourage profligate 
spending and over indebtedness. 

2. The variable rates are usually uncapped for the life of 
the loan» a feature that shifts the entire risk of adverse rate 

xjctuat one onto the borrower An Inctease of only a few 
percentage points on a large equity loan can easily make 
payment A unmanageable. Por exa&ple a mere three percentage 
point increase in the loan rate» from say 41 to 12lr would raise 
the payments on a £5 Of 000 # 20 year fully aaortiied loan from 
S449-a7 to ^550.55 fa 23% increase). On an interest only 
payment loanr the nontbly interest costs would rise from about 
$375 to $500.00 (a 34% increase). 

Although the Competitive Equality Banking Act of 1987 
requires lenders to set a naximun ate ^n a loan in a 
residential mortgage transaction thiA legls ativeiy mandated 
maximum imposes illusory llriits since lenders can set then as 
high as desired. Moreover in the commenta accompanying the 
Federal Reserve Board 's Regulation 1 amendments incorporating 
the new rate cap requiiementr the Board indicated that lenders 
can terminate a revolving Loan agji^eaent wb^n the rate cap is 
reached. Since the hone equity credit lines are considered 
revolving crediti this interpretation nakca the cap completely 
meaningless and potentially dangexoue for home equity credit 
borrowers. 

The relatively low default rate on these loans is no 
assurance of a safe future as lenders argue. Nor are we 
persuaded by lender arguments that these loans are safe and that 
lenders will follow prudent lending and forebearing foreclosure 
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policies. Th«Be loans are sinply too new to say for sure what 
the delinquency utt^ vill becone vtien the lOttns and tb« 
bonovers bave oonc through aeveral interest fate cycles And 
vhile lenders uay mean well and not v ah to foieclose their 
present intentiona will count or little when adverse rate 
fluctuations make the loans uru&anagealjle for the borrowe . Just 
as banks are now foreclosing on thousands of farns despite all 
their best intentions when they originally nade the loans to the 
farmers. 

3. The variable rates are almost always tied to an 
unregulated and prinar ly lender controlled index such as the 
'prise rate. This index is extremely sensitive to market 
fluctuations and using it practically guacantees that equity 
line can rates will be volatile in a turbulent intereat rate 
environment For eiaAple^ the prime rate increased by over 6 
percentage point« during a three month period in 1980. That 
yearf the prime rate changed 3 times changing five or more 
times in three different nontba that year. The prime rate 
actually exceeded the rates charged for other types of consumer 
loans during the early 1950 s. For eiavple^ from November 1960 
to August 1?B1 the prime rate exceeded the rate for 4e^month new 
car loans by up to 4*S percentage points Tying uncapp*d 
variable equ ty credit lines to such a volatile Index Ie an 
almost certain recipe for disaster if rates become as volatile 
as they were in 1980. 

4. LOW introductory teaser rates hide the true cost of the 
loan at the beginning of the "access phase" when coneuvers can 
still avoid overindebtedness^ t*s too late to learn about the 
true rates after a bOErower has tapped his or be credit lines 
and now owes money. The promotioiis we reviewed focused on the 
artificially low introductory ratesi and stressed the relatively 
low costs of ho*e loans compared to other types of consumer 
credit. Statements like * loans at prime for two years or 
■Loans currently offered *t 9 15*. That s 1.4* above prime for 
the life of the loan were commonly u«ed to stress the low 
initial rate The ads were usually unclear ahout bow long the 
rates would hold or what they would be after the teaser rate 
expired. 

5. The present Truth in Lending Act (TILA) disclosure 
requirements are woefully inadvquate for consumers searching for 
home equity credit line loans. The Xey problem not fully 
addressed by the proposed disclosures in E-Jt^ 3011 is that 
equity credit line loans do not fit neatly into the distinct 
molds establ shed by TILA for open and closed-end credit That 
Ket now treats open and closed-end cred t a« completely separate 
apd distinct types of financingr and sets different disclosure 
requirements for each. 

Home equity credit line loansr howeverf combine features 
of both open and closed-end credit during different phases of 
the loan term. Requiring lenders to disclose only open or only 
closed-end loan terms fails to make consumers fully aware of 
their payment obligations and the cost of credit over the entire 
period of the credit line. 
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For ezaaplCf open-end disclosure requiresents presently 
do not aandate that lenders sake clear at the autact vticthtr the 
borrower say at soae point be obligated to vak^ a hu9« balloon 
payaent. Such a paysent must at least be id«n cd fo 
closed-end loanSf but it can now be hidden if hove equity loan 
lenders are required to make only open-end credit disclosures. 

6. The lov Or no principal repaynent requ resents for these 
loans during the ^access phase' substantially underfitatca the 
real costA and debt oerviclng burdens con«un«r& assume. By 
contraat TadltionsI sec:oni3 aortgag«H with fully amortizedf 

f xed payment terns al otf«<] conBuoiers to tell at the outset the 
full «tt*nt of tbelr obligations. 

7. Kepaynent terns vay be so arranged that consumers can 
suddenly face buge bal oon payments . Consumers may* for 
exanpl«j be required to repay the entire outstanding balance at 
the tnd ot the access phase;" the loan may have demand 
features enabling lenders to call the loan on short notice^ or 
the lender may ternlnate the "access phase" and trigger 
repayment upon completing a f>e odlc "loan review." 

although lenders indicate they might refinance balloon 
payments* fcv are cent actually bound to do so. While lenders 
certainly might refinance such payments when econosic conditions 
are favorable r what if conditions are unfavorable? Facing the 
loss of a hornet consumers hsve ittle leverage to negotiate loan 
terms during unfavorable economic conditions. 

8. The outstanding balance on home equity loans must be 
repaid in full along with any first mortgage balance) upon the 
sale of the hone. Tbis not so obvious and rarely disclosed 
requirement can becoae a substantial restraint on a family's 
subsequent housing options Saving used up the equity In a home 
for ordinary con^iiHei purchasesr a family may suddenly find 
itself locked into its home. 

9. Although the tax deductibility of interest payments has 
been touted a adveit sements not all such interest payments 
are tax deductible under the new tax lav. And the real value of 
the deduction depends on an individual borrower's tax 
situation. Determining the real tax benefits of a home equity 
loan requires individual financial analysis and tax planning. 

The need for Consumer Protection leaislation. 

It is unreal istlc to expect conauaeiB to avoid the traps 
posed by home equity financing by depending on nothing more than 
their own knowledge and bargaining power. 

The dramatic rise of home equity financing and the hidden 
dangers require more complete and accurate disclosures that 
identify key loan features* the risks* and the financial 
obligations consumers assume with home equity credit line loans. 
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Mre disclosuresr however # are not enough to protect an 
asset 18 vital as a consumer' e home. Hblle psrketplace 
coBpetition can be expected to re^uXtte lender behavior witb 
respect to certain key and cl«*i:ly obvious loan features luch as 
interest rates and certain loan coGts^ it is ibEurd to »pcct 
consimers to negotiate vith nega-banXe abcut fsotieric legal 
clauses like loan demand features and balloon refinancing 
obligations. 

The fact is lenders do not compete on loan contract terms. 
Loan contracts ace drafted by the lender » with blanks left for a 
few terme to b< f 11 lad in later. As now practicedf drafting 

loan terms Is a Dn«- aided negotiation with the fine-print legal 
terms dictated by the lender. 

Full and accurate disclosures must be backed by substantive 
protections governing loan terms that will minimise the risks of 
such loans. 

Moreover f financial institutions have demonstrated that 
coniumers cannot rely on self-regulation. 

The American Bankers Association tried self- regulation when 
it sent its BCBbers a 'Bone Equity AJ.«Et' and Issued advertising 
guidelines for equity loans Tb* aba sent tbe Initial al«rt in 
March 1987* and the advertising guidelines followed soon after. 

Judging from the advertising my DepArtaent reviewed^ the 
alart and guidelines were almost uniformly ignored. The recordf 
therefore create* no confidence that self- regulation in this 
area ii anytbing more than a slogan to ward off real consumer 
protections. 

There is no question federal action is the most effective 
way to address tbe problems involved, Financial transactions 

are Icsa and lees laatrained by atate boundaries, 
jurisdictional lines between state and local and federal 
authority over financial Instltutioas ar« murky. And consamera 
in each state should have tbe same minimum protections. 

It is» therefore* both tisely and appropriate for Congress 
to enact the kind of loan tern dislosures and advertising 
requirements included in H.R. 3011. 

While tbe bill is a solid beginnlngi we urge that its 
provisions be revised and supplemented to more fully address the 
problems and issues ve have identified and to provide the 
additional protections consumers need. 

A. Diaeloame ceauiiamentB^ 

we propose that the disclosure requirements for equity 
credit line loans be revised and strengthened as follows to 
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ensure that consumers are fully informed about both the closed 
and op«n-*Dd credit features of such loans t 

1. The content and timing of the initial disclosures for 
equity loans ihculd be clarified. As it iSf H.tt. 3011 ncn^ 
requires th^t tbe ^ddltionAl equity disclosures 'be ^Iven vith" 
the initial dlvcloiutea nov required tot open-<nd credit plani. 
The billf howeve vould not rcqulie creditbis to »Ake the same 
disclosures that are currently required by TILA £ection 127 (a) 
and Regulation 1. It also sets up a timetable for aakiag equity 
dlacloBuree that differs from the timetable that nov applies to 
open- end credit plans. 

The bill should establish a separate set of disclosure 
requireeent* foi equity credit line loana end a separate 
dleclost>r« timetable for tht initial dieclosgrea required for 
■acb credit plana. The initial dieclAaures ahould have to be 
made no later than tbe ^arlief of three days 4fter a conaumer 
submits a written application for an equity loan or before tbe 
lender receives any application fees or charges from a consumer. 

2. The initial rate disclosures for *qulty credit lines 
should be the same as the lequi revert e that now apply to 
open-end credit. Requlrlfig tbe diacloaure of only the annual 
percentage rate for equity loansr aa B.R. 3(>I1 doea, will simply 
create confusion if lenders have to separately make other rate 
disclosures as now required by TILA. 

The proposed option of el loving lenders merely to 
describe how the initial rate will be dcte rained should be 
eliminated, j^endera sbould^ Inatead* be required to state the 
specific rate that will be in effect when credit is first 
eitended under the plan. 

The proposed rate disclosures for home equity loams 
should be further strengthened by requiring tbatt 

e lendera couple tbe APS and periodic rate disclosures 
with a description of tbe balances to which tbe rate(s) apply as 
TILA now requires for open-and credit. 

e lenders disclose clearly any limitations that apply 
to teaser introductory ratesi aucb aa specifically stating tbe 
period during wbicb the rate will tr In effectf what tbe rate 
wi be whffTi the teaaer rate eniHircEr and any restrictions on 
who qualifies for the teaser rate. 

3. The proposed disclosure requirements for both the 
annual and lifetisic loan rate increases should be revised to 
require lenders to disclose tbe maximum rate for the loan as 
provided by the Cospetltive Equality Banking Act of 1987. 
Lenders should also be required to disclose the minimum and 
maximum range reached within the last 1, 5, and 10 years by any 
index to which the loan rate is tied. 

4. The proposed disclosure of periodic payment 
requirements for a sample loan amount (H.R. 3011 subdivision (3) 
(f))f is inadequate to inform consumers about the open and 
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Closed-end payment features o£ equity loans. To ensure that 
lenders disclose both the open and closed-end payment featuresf 
H.R. 3011 should requi e th« folloving, 

O p^n-end pbflfit p ayment tera dlacI&Burefl^ 

Lenders should b« r^qiJired to Identify the loan access 
periods either me a specific tiae period or by a. description of 
how it ttrvinjit«Bf and any ainlDmn payment require&ents during 
the open-«iid phaee of the plan. Lenders flhould be required to 
Include the follovlnq open end paynrnt features in the initial 
disclosure atatenent for hojge equity loans 

• Examples ahcnrin^ the effect on th« payuent 
obligation if rates increased the maxiinuTi allowed under the plan 
ducinq the f st year and for the lifetime of the loan. This 
requ red calculation could be based on the proposed $1D^D00 
eiaople <ii the naxiniitt oan amount for vbich the conauaer 
appIi«A Alternatively the lender could be required to Include 
information enabling a consumer to calculate the effect on the 
maximum requested loan amount based on the calculation for the 
SlOrOOO eJtample. 

# The numbe of payments that would bg required to 
repay the staple ot the actual loan aoourit according to the 
■Iniaua open-end payaent requi renentfli haaed on the initial and 
the aa^iaua possitile interest rate for the plan. If the minimum 
payment requireaent calls for interest only psyaentB. lenders 
should be required to state clearly and conspicuously that the 
balance will then never be repaid. 

ppen-end cloaing balancg^ ^isclOBures^ 

Lenders should be required to disclose the balance due 
at the end ot the acceas phase if the consumer borrows the 
maximum applied for and makes only the minimum payments required 
by the plan. 

g josgd-eftd or lin al balance payment Qbliaation 
disclOHureB. 

Lenders must be required to describe the consumer's 
repayment obligation for any outstanding balance 4t the 
termination of the open-end phase of the plan, if the plan 
obligates the ender to extend financing for the repayaent of 
the bottovcf'B outstanding obligation, lenders should be 
required to identify the aaxiaum repayment: period the lender 
will Bllowr with a description of the payaent schedule that 
would be required to repay the outstanding obligation based on 
the ainiaum payaent lequireaents in effect during the open-end 
phase of the plan. The payment schedule should be coaputed 
based on the initial and aaiisum interest rate allowed under the 
plan. If the plan does not obligate the lender to eitend 
financing for any bsllaon payaent that could result under the 
terms of the plan lenders should be required to disclose 
clearly and conspicuously wh*t the hslloon payment could b«» 
the borrower's repayment obligationr and consequences of 
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default. 

Periodic atateaant lo^ balance r«DavMttnt ■ch«dule 

diacloauc*ft. 

Lender* should be required to discloser in the periodic 
statements toi cpan-cnd loans^ inforaatlDn Mbout tbe long-tera 
financial obligations conauaera asauae as tb«y drav on tbcii 
equ ty credit line. The bill could provide that this 
requ reacnt is not triggered ant 11 thr loan balance reaches sose 
Mlniaua aaggnt like SSrDOO* Eucb. additional disclosures should 
identify I 

« the nuabei: of aonths it would take to repay the 
currently outstanding balance under the ainiaua payment tera» in 
effect! 

e the total aaount of finance charges the consumer 
would pay in such «a9«r 

* vhat tbc consuacr's final payment obligation tfould 
be at the termination of tbe "access phese' If the conaumer asde 
only the ainimua paynente. 

e if appli cables the payment schedule rievded to repay 
the final outstanding balance in accordance with the 
amortisation period included in the planr and based on the 
Interest rat« in effect as of the date of the statement. 

5. The proposed disclosure of fees imposed for the 
availability of an accounts (subdivision {33 (B) of the bilDr 
should b£ revised to require that lenders segregate and 
separately identify one-time fees imposed £oe originating the 
loanr such as application fcee and points , and recuiricg charges 
that will be iaposed during the operation of tbe plan such as 
transaction chaigas or account maintenance fees Lendeca should 
also be required to describe hov recurring charges are incurred. 

€. The proposed disclosure of the lendei*s security 
interest in the consumer's dvellingf (subdivision {3) (G) of tbe 
bill) should be expanded to require lenders to specifically 
Identify vbat const Itutts default entitling the lender to 
foreclose. This description should Identify the specific 
circumstances that could allow a lender to demand repayaent of 
amounts larger than the minimum payment ^equ reaents included 
for the plan (other then default or late payment fees). 

7. The requ rement that enders Inform con some is that tbe 
disclosure of certain plan terms may be good faith estimates 

subdivision ;)) (I) of tbe bill) r should be coupled to a 
requiienent that consumers be notified of any changes when tbe 
lende informs tbe consume that tbe oan is approved or when 
the consumer s ight to rescind tbe transaction under TILA is 
triggered I whichever occurs first* 

8. the proposed requirement that lenders disclose their 
right to chsnge any terns of an equity loan unnecessarily 
implies that lenders can freely change all contract obligations 
after consumers are almost irrevocably locked in. We strongly 
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urge that Congress delete this provision. 

B. aubatAotlve protectianB. 

In addition to fitrengthenlng the disclosure requirements for 
equity loans we urge that «ul?6taFit ve protections be added to 
the bill to reduce the riaks <:onAuaei:a aseuAie with home equity 
financing. We therefore urge that CongreBs 

• Efitabllffh a naxinuv Amount for annual and lifetime rate 
incr#Ji««A The aailBUD annual inc ea«e should n^t exceed 2 
percentage points above the inti«l tattr and th« fetime 
increase should not exceed ti percentage points above the initial 
rate Such lisltfl would accomodate rea&cnable incr««B«0 in 
payment obligations, ^y greater increases simply lay the 
goundvork lor disaster. 

• Designate the indices lenders can use for determining 
rate changes so as to prevent lendt s from selecting overly 
volatile Indlcea or ones lenders can influence. 

e Limit how frequently lenders can change rates on home 
equity loansr for example no more than once every three months. 
Require the lender to select the index rate in effect as of the 
esAe point in tine within the tine interval for changing rates 
(such aet for enanpl^r the first week-day of each three month 
period At a niriimua lenders should be reqii red to give a JO 
day advance irritten notice before a r^te change becomes 
effective, it is unacceptable to allow lenders to change rates 
as often as they Ike and uake it virtually impoa^ible for 
consumers to anticipate their payments for sizeable financial 
obligations. 

« Require that if an equity loan plan results in a consumer 
bavia^ to repay an outstanding balance greater tban^ say^ five 
times the ninimun payments required under the plan/ the lender 
should then have the option of either refinancing the 
outstanding balance on monthly payment teriPS that are not 
greater thanr sayt 15% higher than the minimum payments required 
by the plan or which result In tepayaent of the entire 
obligation within a period no longer theni sAy* 15 years (unless 
the conBumer agrees to a faster repayment schedule when the lump 
sum obligation became du^} or be treated as an unsecured 
creditor under the bankruptcy laws i the outstanding balance is 
not refinanced on terms specified by law. 

« Permit lenders to retain loan origination fees or charges 
only jifHx the consumer s rescission rights are triggered under 
TILAr and require the refund Of any ajaount already rece ved by 
the lender within the time period provided in the resclsslori 
provisions of T1L^< Alternatively^ lenders could be requited to 
dl£clofle# before collecting any fees or charges* the specific 
criteria they will use to approve an application* and then to 
identify specifically how a rejected eonaumer failed to qualify 
under the disclosed criteria. Improper disclosures or erroneous 
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rejections should subject the lender to the TILA civil 
penalties. 

• Prohibit lenders froa changing loan teras affecting the 
repayment of existing balances except for variation in the 
interest rates specifically agreed to and tied to an approved 
index. 

• Prohibit lenders from using payment demand features that 
could allow them to call loans like demand negotiable 
instruvfnts, sucb desana features may be Appropriate Cor 
carptjrate flnancingr but not conAUver home equity loans. 

The substantive protections deBcrit>«d above would prevent . 
lenders f om using loan features th«t are most likely to impose 
unsanag cable financial btixrdenfl on conBumers and precipitate 
large scale defaults should the econcsy go awry. 

C. AdtffcFtisina requi rementfl > 

In add tion to tbe disclosure provisions and substantive 
requltrenent« encoapaseed in B.R. 3011 or suggested hereinr our 
ievi«w of hone equity lo^n advertising in the Hew York City 
metropolitan area demonstrates the need for the advertising 
requirements included in the bill. 

The nature of the violations reveals the failure to disclose 
key loan terms and limitations in ways that could significantly 
mislead consume rs Oar Bosm Equity Loan Report which more 
fully describes the results of our advertising review is 
attached as Enclosure 2.) 

For examples only two of the 12 banks even mentioned that 
tbeir loan off«l« involved a mortgage 00 the consume r s borne. 
It they Hex:« disclosed at sllr f*«H and other loan costs (often 
approaching £l^0<]0) wcr« listed in such £in« print that it's « 
wonder anyone tould r«ad them. And while the ads pitched the 
tax adv«4)tag«B ot these loanSf tbfiy failed to alert consumers of 
the tax law'fl rcstiiction* that could prevent all loans from 
qualifying for favoral^le tax treatment (Copies of sosm of the 
advertising we reviewed ace attached a« Enclosure 3.) 

The ads uniformly stressed hov easy it was to unlock the 
cash tied up in a bo»« for anything you want» any time you 
want. They vent overboard to encourage consumers to risk their 
homes for nODeescntlal and even profligate spending like dream 
vacations. 

Rather than encouraging prudent and educated behavior as the 
AsierVcan Bankers A^soclat on recommended in their 'Bos« Etjuity 
Alertf" the £in*nt:iil institutiona whose advertising we reviewed 
did the opposite And when conservative institutions like banks 
say it is okay to use you home this wayr it is like telling 
consumers to throw cAUtion to the wind. 

The additional advertising disclosures and restrictions 
included in the bill would at least begin to alert consumers to 
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Bome of the less appealing features of this type of credit. 

We dOr however r encourage that the emphasis on full and 
accurate advertising disclosures be strenghtbened by requiring 
lenders to include at least the following information about home 
equity loan terms when advertising includes the appropriate 
trigger termsi 

• A Btiteaent that the loan is secured by a mortgage on the 
CQnsumerA borne and that the consumer could lose the home by 
defaulting on the loan. 

e The specific duration of any introductory^ discount rate. 

e The regular annual percentage rate and corresponding 
periodic rate that will apply after any introductory offer 
expires. 

e The frequency of rate changes and maximum rate limits 
that apply to the plan. 

e Any specific limitations on who qualifies for an 
introductory rate. 

e The upper and lower limits reached within the last 2 and 
the last 10 years by any index used for setting the rate of a 
variable rate mortgage. 

• The total of fees and charges a consumer may have to pay 
to obtain the loan, 

radcral pre-fcEPtion Iflflugfl^ 

Pinallyr ^c understand that the issue of expanding federal 
pre-emption of state advertising laws was raised at the bearings 
the committee held on this bill. 

Ht strongly urge Congress not to change the federal 
pre-emption provision as now included In the Truth in Landing 
Act. The boundairics of federal and etat« ju iadictlon as 
related to credit term disc osurcs and advertising are 
well-settled by the provlsiOA^ originally enacted with TILAr and 
there is no compelling reason to change them. 

Tb« ptoviBlons of the Act were then considered to ber and 
should remain f a nationvlde floor rather than the ceiling for 
protections ct^nsuners have in credit transactions. 

If federal pre-eaption of state laws is to be expandedr then 
it should be done only as part of an effort to enact a 
cOHp i: eta e naive federal consuner credit act that establishes 
national standards for substantive rights and disclosure 
requirements. 

In closing r I cannot stress enough the importance of taking 
prompt and effective action to put in place the disclosure 
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AMERICAN 1 1 20 Connectkui Avenue. N. W. 

BANKERS Washington. DC 

ASSOCIATION 20036 



rHSBfNT-UICT 

Charles Plstor 

Chairman of the Board artd CEO 

RepublicBank Dallas 

P.O. Box 655961 

DalUs. Texas 7526S-596I 



ABIHCME EGPHY MIST * ABl HCME WJJlTi JOIST * ABl HCME Vfjm MIST * AEA 
HCME BOUny AZXRT * ABIHCME BQPm MJRT * AEA HCME VfJIK KIST * AEA HOME 



HEUECh, 1987 



ThHM ars just mam of the haadlinas a|]paarlngr in reoent articles C3n home 
eqpiity Icsans: 

"Banks halp you hock your hcBt with bam equity loans,** 

"Isndtts put ticking tiMHxiriQS in your vaUet,** 

■Uona eqpiity loans aurxoundad by a flald of financial land Bines. . .** 

Sixh GOBMnts have baen anportad by a steady stzwBi of advectl«iiiiits which 



" Sq uee z e your hoae for caah,** 

"Bocxow anything without aaiking,'* 

*Ttoalige that 30-year draan of czuising the South Becif Ic and pay for the 
1im£ trip in 38 seoonds,** and 

"Tarn your hoee into a giant credit card.** 

Hcne eqpiity loans are an iapcrtant financial tool of burgeoning interest to 
ocnsuBBra and bahloBre aliJoe. But qaesticnable advertising and general 
oonfUeicn about the pcod act say soon raise oonoems aaong consuaer activists, 
regulatore and legislatare on Capitol Hill. 

itiat itauld the banking industry dD? I*b contacting you first and fareenst to 
say, **Ba aMara and be pccparad." Ihis issue has the propensity to beoone 
ao^osive ovemig^. No doulat you have already seen signs of confusicn or 
■isunderstanding reflected in the local preas. Banks ehould prepere by 
establiflhing responsible landing csdteria, adequate training activities for 
bank peraomel and effective hoee equity ii—iiiii wt Utm to the public. 



Digitized by VjOOQIC 



137 



ENCLOSURE 1 

AMERICAN BANKERS ASSOCIATION 
HOME EQUITY ALERT AND 
ADVERTISING GUIDELINES 
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ASSOCIATION 20036 



rHSBfNT-UICT 

Charles PIstor 

Chairman of the Board and CCO 

RepublkBank Dallas 

P.O. Box 655961 

DalUs. Texas 75265-5961 



AB^HCME EOOHY AIOT * AB^ HCME BOUTiy AUST * AEA HCME BQUHY AUST * ABA 
HCME BOUny AI£Rr * ABAHCME BQPm AISCT * ABA HOME BQUHY MIST * ABA HOME 



HEUECh, 1987 



ThHM ars just mam of the haadlinas ai]paarlngr in reoent articles C3n home 
eqpiity loans: 



"Banks hslp you hock your haaa with haaa equity loans," 

"Isndtts put ticking ti aa UMm in your vallet,** 

■Uona sqaity loans aurroundad by a fisld of financial land Bines. . .** 

Sjidh OMBM nts hawa b aen ai|:portad by a steady stzeam of advecti«iiiiits which 
enoouraQa imnsnuari to: 

"Squeeze your haae for oaah," 

"Bocxow anything without aaiking," 

"Realize that 30-year draan of czuising the South ftcific and pay for the 
1im£ trip in 38 seoonds," and 

"Tarn your hane into a giant credit card." 

Hcne eqiuity loans aze an iapcrtant financial tool of burgecning interest to 
oonmiwBTH and bahloBrs alDoe. But qaesticnable advertising and general 
oonfUsicn about the pcodoct eay soon raise oonoezns aaong oonsueer activists, 
ragulatocs and legislaton en Capitol Hill. 

itiat ahould the banking industry dD? !*■ contacting you first and fatcenst to 
say, "Be auare and be pccpared." Ihis issue has the propensity to beoone 
ea^losive ovemig^. No doulat you have already seen signs of ocnfUsion or 



■isunderstanding reflected in the local preas. Banks ahould prepare by 
establiflhing responsible lending adtaria, adequate training activities for 
bank persomel and effective hoee equity iibbbihIi wt Utm to the public. 
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ABHia^SK FORCE FGRBD 

ABU has focnad a hcna equity task farce to studty this miltifaoeted issue. A 
fizBt OGnoem of the gmp is credible advertising. Because a home equity 
loan is seourad by the barrcMer's house, %#e as bankers have a zespcsnsibility 
to craouFage educated and pnident behavior. A step touard that goal is to 
ensure that ocnsuners are offered clear, accurate and naaningfOl infomnation 
in hoBi eqiuity loan ads. 

AD GDIEEEJNES — FUGT FXOS 

We hope that you oonsult your ooisiael en the full iaplioations of the 
Ituth-In-Landing raguldticns that address cxedit advertisenents. In addition, 
ABA has pcepared saaa suggested guidelines en hone eqiuity advertisements. 
TUoe a dose look at these guidelines and share then with your officers and 
sarkBting staff. 

GCMIMICKniCMS AM) HAINDB — NEXT FXOS 

Die hone eqiuity task facoe %dll also be develqping guidelines for local nedia 
relations efforts. You can expect hone equity loans to be a strong topic of 
interest in the press. Itwn reparters start calling, it %dll be essential to 
direct all czdls to designated spokespersons who are fOlly briefed on the 
subject. Ihis task is not as easy as it sounds, since nany of our own 
colleagues lack a full understanding of this product. Die task force will 
also look at ways to encourage improved training efforts for bank personnel. 

Hcne equity loans are sure to generate both enthusiasm and criticien in the 
ocsdng aonths. It's a product that aay nake banks aore vulnerable to the 
"slide-pitch carnival b a rfcar** iange we have bean hearing about recently. Hcaie 
equity loans raquixa oavafUl training, consistent oonsuaer eduoation and 
strong aedia guidelines, and this is the first step toward aore effective 
nnBmin<nitim on this liqportant issue. 

Sincerely, 



Charles H. Pistor, Jr. 

President-Elect 

American Bankers Association 
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ESSSl HOWE EQUITY 

ll20ConnKikut/Wmue.NW A Y 1^ "D T^ 

WMhu^toaOC 20036 /% 1 j F j ■■[ £ 
(202)663-5000 



miE EQOriY IDM6: MA GCMIEinS GN AEK^ERTI5IN5 

iWivertisanents and other kinds of axmunicaticn on heme equity loans 
should be explained in clear and czedible language. Banks should strive to 
present a standazd base of inforsntion in advertisements so that consumers can 
detenaine vhich institution best meets their particular needs. A helpful rule 
of thumb for heme equity loan ads is - lyhen in doubt, expladn. 

FEDESMj ACR/ERnSINS GUIEELIMES 

Before any advertising issues are addressed, banks should be fully 
knowledgeable about the federal zegulaticns on cpen-ended credit 
advertisements. All heme ecjuity loan ads oust conply with the requirements 
established by Regulation Z, Section 226.16 and related provisions. In brief, 
the regulation says that if an 2d for credit states specific credit terns, it 
can only state those terns that actually are or will be arranged or offered by 
the creditor. The regulation does, however, allov a creditor to advertise 
credit terns that will be offered for a very limited time. 

It is iiqportant to keep in nind that certain terns, if included in an ad, 
will trigger aifHtional disclosure requirements, logger terns include 
finance and other charges that my be ioDposed under the plan. Itten trigcper 
terns appear in ads, the ads must "clearly and oon^icuously" set forth the 
followiiig infonnaticn: 

- any minimum, fixed, transaction, activity or similar charge that 
could be ixoposed; 

- any periodic rate that nay be applied, expressed as an annual 
percentage rate; (If the plan provides for a variable rate, that must 
be disclosed.) 

- any nenbership or participation fee that could be iji|x»ed. 

Banks should consult their oounsel for further details on these 
regulatory requirements. 
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TASK FORCE ACK/EKI'ISDIS SUGGESTICNS 

Qnoe banks have oofjlied with regulatory cbllgations, the suggested oc3py 
points dsvelcped fay the AB\ Hens Bguity Task Fbroe ehould be of further 
assistance. Hens equity loan adv«rtisenents should include an adequate 
explanation of the following: 

* Introductory variable rate of interest and the duration of fyecinl 
rate. 

* Annual variable rate of interest and the tine this rate is applicable. 

* Index used to establish the annual variable rate of interest, for 
exaBple, interest « prime + 2 percent; prime as published in the Wall 
Street Jcxgnal. 

* cap en the aniial variable rate of interest, if applicable. 

* KinijBum balance and ^w^""*™"" draw requireraBnts. 

* TenoB and frequencies of ftes. (closing costs such as title 
examinatiGn, appraisal, points anVor arigination fees, nenbership 
fees, transacticn and maintenance fees) . 

* Miniaum repaynent terms; for exaBple, interest only for five years, 
plus final Ivsp-sun payment. 

* If advertisements refer to the tax advantage of home equity loans, 
qualify the language as potential - not guaranteed - tax deduction. 
For example, home equity loan interest may be tax deductible. Do not 
position the bank as a tax expert. Ads should encourage oonsumers to 
consult tax advisors. 

* &(pl«dLn con(3UtatiGn of equity in sijiple terms, for exanple, equity - 
80 percent of (ai]praised value of home minus the outstanding bzdanoe 
of first mortgage) . 
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CESIGM GUTTFTiTNES 



Federal regulaticns far open-ended czedit state that the size of type 
selected far advertisements shcxild be clear and oGnspicuous. Credit 
tezne are not requized to be printed in certain type sizes or in any 
particular location in the advertisement. Credit terns, however, inust 
appear in reasonably understandable fom. 

Infamation on interest rates and fees should be presented with equal 
prominence. Consumers are sui^icious of smzdl type. 

Heme ecjulty advertisements should also include the Equzd Housing 
Lender logo. 

« < < 



AB^ OGNIACIS: 

Ed 0*OQnnell, Manager, Retail Center 

Mary-Liz Haany, Assistant Manager, Public Relations 
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NEW YORK CITY CONSUMER 
AFFAIRS DEPARTMENT 
HOME EQUITY LOAN REPORT 
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Legislation and Research 
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Director 

Legislation and Research 
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Wi If redo Lopez 
Investigator 
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Investigator 
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I . BACKGROUND 

Although hoBMB equity loans have been available to the public for 
a number of years, only in recent months has this form of 
consumer credit become the subject of vigorous promotion by 
banking institutions. Responding to this trend, the New York 
City Department of Consumer Affairs surveyed home equity loan 
advertisements from major New York City daily newspapers in 
March, April, and Nay 1987. The survey revealed that twelve 
different banks advertised home equity loans. After examining 
the advertisements and reviewing the applicable laws, the 
Department issued Notices of Violation pursuant to the Consumer 
Protection Law to each of the turelve banks for failure to clearly 
and conspicuously disclose material conditions on the offers 
advertised, or for ambiguously stating material facts. 

A home equity loan is a form of home refinancing that establishes 
a revolving line of credit for a certain period of time, 
typically five to ten years. During this time the consumer 
accesses the account as desired by writing checks, generally for 
a minimum of $500. Unlike conventional refinancing, interest is 
paid not on the total loan amount but only on the amount 
withdra%m. Although some banks do not require any repayment of 
principle during this "access" period, the cons^imer may make 
voluntary repayments at iny time without penalt: , and these 
monies may be drawn again. At the end of the accsss period the 
consumer must pay the balance cured. Most plans su veyed provided 
for a ten to fifteen year repayment schedule though some 
required a single lunqp sum payment. 

The sudden rise in the popularity of home equity loans over the 
past year derives partly from the new tax laws; after a four year 
phase-in period, home mortgages will be one of the few forms of 
consumer credit where interest payments will remain tax 
deductible. Consumers who desire to shelter some income could 
therefore consolidate other non-deductible installment debt by 
obtaining a home equity loan and drawing against it. 

Rome equity loans are also particularly attractive in the 
metropolitan area because of skyrocketing home values; as the 
amount of the loan is based on the ai^raised value of the 
property, many area hosieo%mers may be eligible for loans far in 
excess of the amount they originally paid for their homes. 
However, the tax deductions are based on the original purchase 
price of the home plus improvements and not m its appraised 
value. For example, a borrower who paid $25,000 for a home 20 
years ago and obtains a home equity loan of $100,000 based on a 
current appraisal will only be entitled to a tax deduction for 
the interest paid on withdrawals of up to $25,000. Only medical 
and educational expenses are exempt from this limit. 

At first glance, the low introductory rates currently offered for 
home equity loans also make them appear to be good credit buys. 
Among the advertisements surveyed, banks offered introductory 
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rates as low as the prime rate, as published in the Wall Street 
Journal or New York Time s » for as long as two years; in sonie 
cases r lower rates were available for shorter periods. As the 
prime rate is the benchmark rate for loans made to preferred 
corporate borrowers, it would appear that home equity loans are a 
good deal for consumers, who normally pay rates several 
percentage points higher than the prime rate. Some 
advertisements promoted home equity loans as a convenient and 
relatively inexpensive alternative to credit cards, the rates for 
larhich have recently been twice the prime rate or even higher. 

Nevertheless, the pitfalls of a home equity loan are numerous. 
Although banks are promoting these loans with low introductory 
rates, the regular rate offered by each bank surveyed by the 
Department was an adjustable rate, capped only to the extent that 
it was pegged to a specified percentage higher than the prime 
rate. Among the banks surveyed, the regular rate ranged from 
1.25% above prime to 2.5%. Consumers incur a high risk when 
borrowing at a rate pegged to the prime without annual or 
lifetime rate caps. Banks set the prime rate at their 
discretion; this rate is not subject to regulation. While the 
prime rate is currently 8%, as recently as 1981 it reached a high 
of 20.5%. It jumped to that level in just three years, from 8% 
in January 1978. Should a similar increase in the prime occur 
today, a typical home equity loan pegged 1.75% above prime would 
surge from 9.75% currently to 22.25% in just three years. 

In addition, the introductory rates surveyed applied only to the 
monthly payments that would be made while that rate was in 
effect, not to the amount borrowed during that time. For 
example, if Jane Doe obtained a home equity loan of $100,000 with 
an introductory rate of 7.5% for the first year and immediately 
withdrew $25,000, only her first twelve payments on the $25,000 
would be calculated at the rate of 7.5%. The rate of 7.5% would 
only apply to the entire $25,000 if Jane Doe repaid that sum 
before the end of the introductory period. Because this period 
typically commences when the loan is closed and not when the 
consumer begins to draw on the account, borrowers can easily pass 
up the benefits of the introductory rate if they delay drawing 
funds or if they make sparing use of their funds while the 
special rate is in effect. 

In addition to unpredictable interest rates and elusive 
introductory rates, consumers may face potentially crippling 
balloon payments after the access phase of the loan. Under some 
plans, the borrower is required only to pay interest for part or 
all of the access period; once principle is added, monthly 
payments rise substantially. One bank in the survey offered an 
"interest-only** option under which the consumer must either make 
a single lump sum repayment after the access period or refinance 
the home for a second time at prevailing rates, incurring all 
costs associated with a new loan. Another bank provided for 
borrowers to access the account for as long as they live in their 
home; they would be required to pay principle as well as interest 
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during that tine but nust repay the balance owed in a single lump 
sum if they move. This sum %iould vary depending on whether the 
borro%fer made heavy use of the line of credit prior to moving. 

Coupled with an increase in the prime rate, the onset of the 
payment period may pose a serious problem to some households . 
For example, a home equity loan is particularly risky and 
inappropriate for many households nearing retirement age, since 
by the end of the access period the household may be on a fixed 
income and may not have anticipated the impact of higher monthly 
payments on their budget. Banks have reported few foreclosures 
on homes refinanced through home equity loans, but with such 
loans coming into popularity only recently, it is too early to 
assess the risk to consumers by looking at current foreclosure 
patterns. Interest rates are still close to their loifest level 
since the early part of this decade, and most borrowers are still 
in the access phase of their loan, %rhere their monthly payments 
may consist only of interest. In another five to ten years, many 
consumers inrho obtained a home equity loan this year will 
experience sharp increases in their monthly payments; rising 
interest rates at that time would most likely be accompanied by a 
rise in the rate of foreclosure. In the absence of a cap on 
consumer rates, a surge in the prime rate may overwhelm even the 
most competent planners. More importantly, with the "buy now, 
pay later" attitude of today, it may be foreseen that many 
households will manage their home equity loans unwisely and face 
burdensome monthly payments, or %iorse, after the access period 
"holiday" is over. 
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II. IMPaSTRY GUIDELIWES 

Given these concerns » it is iaperative that lenders advertise 
hose equity loans in a responsible manner, targeting only those 
consuners %rho have the knowledge and discipline to manage a line 
of credit in their best interests. In its "Home Equity Alert" 
information kit, the Home Equity Task Force of the American 
Bankers Association (ABA) reminds ABA members that the relevant 
Federal regulations require "that the size of type selected for 
advertisements should be clear and conspicuous," further 
admonishing that "information on interest rates and fees should 
be presented with equal prominence." Nevertheless, these design 
guidelines ifere consistently violated in the advertisements 
surveyed by the Department • The advertisers also routinely 
ignored many of the Task Force's "Advertising Suggestions," 
%ihich, among other points, advise that home equity loan 
advertisements adequately describe the duration of any 
introductory rate, .any rate caps, minimum balance and draw 
requirements, fees, and repayment terms. 

The Task Force explicitly warns ABA members that "[b]ecause a 
home equity loan is secured by the borro«rer*s house, «fe as 
bankers have a responsibility to encourage educated and prudent 
behavior. A step toward that goal is to ensure that consumers 
are offered clear, accurate and meaningful information in home 
equity loan ads." This approach, too, was absent in many of the 
advertisements surveyed, a number of which contained phrases 
suggesting that consumers could use the home equity loan "any 
time you want, for any reason," or "for whatever you want, simply 
by «rriting a check," thus encouraging frivolous spending. 
Several advertisements specifically noted that the home equity 
loan could be spent on cars, exotic vacations, or the 
consolidation of other debts. 
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III. FEDERAL AND LOCAL LAW 

Th« Truth-in-Lendlng Act (15 USC §1601 et seq.) and Federal 
Regulation Z (12 CFR 226) require that advertisers of consumer 
credit Bake certain specific disclosures if one of several 
"trigger terms" is used in the advertisement. These disclosures 
depend on irhether the credit offered in the advertisement is 
"open-end" or "close-end." 

A typical example of open-end credit » as defined in Regulation Z, 
is a credit card. The home equity loans offered in the 
advertisements surveyed are also open-end credit as defined in 
Secion 226.2(20). Each is offered under a plan in which the 
creditor contemplates repeated transactions, a finance charge is 
imposed on the outstanding balance and the amount of credit 
available is replenished to the extent that any outstanding 
balances are paid. 

The applicable "trigger term" used in most of the home equity 
loan advertisements surveyed was the Annual Percentage Rate 
'APR). Nhen the APR is used, the advertiser must also disclose 
"any periodic rate that may be applied expressed as an annual 
percentage rate...'f the plan provides for a variable periodic 
rate, that fact sh 11 be disclosed" [Section 226.16, referring to 
Section 226.6]. lerefore if an introductory APR is prominently 
tured in an adv rtisement, the advertiser must also disclose 
tne APR that api ies after the introductory period expires. 
Regularion Z do s not specify the size or location of 
disclosures, but provides that the creditor "shall make the 
disclosures required by this subpart clearly and 
conspicuously... "[Subpart B, Open-End Credit, Section 226.17]. 

Regulation 204 of the New York City Consumer Protection Law 
requires that "[s]ellers offering consumer goods or services in 
print advertising must disclose clearly and conspicuously all 
material exclusions, reservations, limitations, modifications, or 
conditions." State law that is consistent with Regulation Z is 
not pre-empted [Section 226.28], and state law that provides 
greater consumer protection is considered to be consistent with 
Regulation Z ["Official Staff Commentry on Regulation Z," p. 
104). By failing to clearly and conspicuously disclose the APR 
that applied after the introductory period expired, and that the 
rate offered «fas variable, most of the advertisements surveyed by 
the Department irere in violation of Consumer Protection Law 
Regulation 204. Additional violations consisted of the failure 
of some advertisers to disclose that the introductory rate 
applied not to the amount drawn during the introductory period 
but only to any payments made during that time; some also failed 
to disclose that the introductory period commenced at the closing 
of the loan. 
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By tying the Annual Percentage Rate to the prime rate, rather 
than making a positive disclosure that there was no cap on the 
rate offered, most of the advertisements also violated Consumer 
Protection Lav 2203d-2.0(a) (2) which requires the disclosure of 
all material facts and forbids the use of ambiguity as to a 
material fact. Similarly » failure to disclose that the line of 
credit offered is secured by a mortgage violates this law. 
Additional violations by several of the advertisers consisted in 
their failure to disclose that the featured rate was offered only 
to current customers* or only to current customers that maintain 
.two different types of accounts. 'Several advertisements also 
failed to disclose that higher rates applied to condominiums and 
co-operatives • 
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IV. ADVERTISING GUIDELINES FOR HOME EQUITY LOANS 

A. LEGAL REQUIREMENTS 

Any adv«rtiB«therit for a hone equity loan that uses an Annual 
Percentage Rate must include the following: 

1. Clear and conspicuous disclosure that the credit 
offered is * jDortg«ge- For this purpose, use of the 
phrase "hone equity loan" or "home equity line of 
credit** is Insufficrient. 

Samplfr Disclosure : **your loan will be secured by 
A i&ortgage on your house.** 

2. If the featured APR is an introductory discount, the 
duration of the offer must be disclosed clearly and 
conspicuously For this purpose, an abstract 
reference such as •*for one year is insufficient For 
example, if the introductory period conmences vhen the 
loan is closed and applies to first twelve monthly 
payments (rather than to the amount the consumer draws 
during the first year), that fact must be disclosed. 

Sajnpie Discloaurc i **Prime Rate offered on any 
payments" made up to one year after closing.** 

3. If the featured APR is an introductory discount, the 
regular r^te that will apply after the discount 
expires r^uct be disclosed clearly and conspicuously 
The regular rate must be disclosed both as to the 
specified percentage above prime rate that will apply, 
and as to the rate that vould result under the current 
prime rate. 

Sample Disclosure : "Introductory rate of 8% 
guaranteed for any payments made up to one year 
after closing. After one year your rate will be 
1.75% above the prime rate. Based on today *s 
prime of 8%, this %^uld result in a rate of 
9.75%." 

4. If the regular rate is pegged to the prime rate, there 
must be clear and conspicuous disclosure that the 
regular rate is variable and uncapped. For this 
purpose, naming the prime rate is insufficient. 

Sam^e Diaclosure ! "Your rate is variable and may 
increase "without limit . " 

5. If the prime rate or any other rate pegged to the prime 
is offered as an introductory rate, there must be clear 
and conspicuous disclosure that the introductory offer 

- 7 - 
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is also variable. For this purpose, naming the prime 
rate is insufficient 

Sample Discloeure : 'Bank X gives you the Prime 
Rate for any~payjnentB you make up to one year 
after closing* That's 6% currently ... Your rate is 
subject to change during this special introductory 
offer." 

6. If there are any material conditions pertaining to the 
featured offer, including but not limited to whether or 
not the borrower is a current customer or that a higher 
rate applies vhen the borrower's residence is a co-op 
or condominium r those facts must be disclosed clearly 
and conspicuouBly 

Sample Discloflure : "Special rate of 1.5% over 
prime offered only to preferred customers." 

Sample Piaclosure : "This rate available only for 
X* 4 family residences .. .Ask about our rates for 
co-ops and condominiums." 

7. Any advertisement that refers to a possible tax 
deduction must clearly and conspicuously disclose that 
the tax consequences of the loan will be different for 
each consumer and should instruct consuioers to consult 
their tax advieor before applying for a home equity 
loan . In no case shbUld tax tsenef itsbe promoted out 
of the context of the risk to consumers obtaining a 
home equity loan. 

Sample Disclosure ; "Your interest payments may or 
may noi be deductible. You are advised to consult 
a professional tax advisor before you apply for a 
loan." 

B. RECOMMENDATIONS 

Given the potential for undisciplined or ill-advised use of a 
hcae equity line of credit, and given the financial risk incurred 
by consumers who refinance their homes through a home equity 
loan, advertising copy should avoid t 

1. Promoting the home equity line of credit as a means of 
obtaining cash for specified or unspecified purchases, 
or for debt consolidation. It is particularly 
reprehensible to encourage consumers to risk losing 
their homes for the sake of non-essentials such as cars 
and vacations. Any reference to suggested uses for the 
home equity loan should be made in regard to planning 
or seeking financial advice. 
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Promoting the home equity line of credit as a means of 
obtaining cash quickly and conveniently. Because it is 
secured by the borroifer's home* this type of open-end 
credit requires more consumer discipline and foresight 
than is required for the competent management of a 
credit card account. Any reference to convenience 
should make clear that the home equity line of credit 
poses this additional risk to consumers. 
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V. SUMMARY OF ADVERTISEMENTS SURVEYED 

The New York City Department of Consumer Affairs surveyed major 
daily newspapers in March, April, and May 1967, and found twelve 
different banks advertising home equity loans. Each 
advertisement examined by the Department contained at least t«#o 
features that violated the legal requirements set forth in 
Section IV of this report. The chart below refers to these legal 
requirements by number (1-7). The chart further notes %rhether a 
particular advertisement was in violation of Consumer Protection 
Law 20-700 and/or Regulation 204. 

Table A. Summary of Violations for Each Advertisement 
(Numbered Columns Refer to Legal Requirements, Section IV. A. ) 

BANK 

Barclays Bank of New York 

The Bank of New York 

Chemical Bank 

CitiBank North America 

The Dime Savings Bank 

Emigrant Savings Bank 

The Empire of American Federal Savings 

First Federal Savings and Loan of Rochester 

Long Island Savings Bank 

Manufacturers Hanover Trust 

Marine Midland Bank 

Williamsburg Savings Bank 

As noted in the chart above, every advertiser except Barclays 
Bank of New York and The Dime Savings Bank failed to disclose 
clearly and conspicuously that the home equity line of credit is 
a mortgage. 

In addition to violating these legal requirements, nine of the 
twelve advertisements failed to comply with banking industry 
guidelines as reviewed in Section II as «rell as with the 
recommendations of the Department as outlined in Section IV. B. 

Examples of advertising copy that violated industry and 
Department recommendations are listed below: 

The Bank of New York ( New York Times , 4/23/87) 

"And you can %nrite yourself a loan inrhenever you want, for 
whatever you want, simply by writing a check." 
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Chemical Bank ( Daily Wws , 4/28/87) 

"If you're looking for your cheapest source of money, check 
your house" (banner headline). "[Chemical's Home Equity 
Creditline) gives you access to a line of credit whenever 
you need it# simply by %nriting a check. It's that easy." 

Citibank of North AiMrica ( Wewsday , 5/4/87) 

"...you can keep up with expanding needs of your family. 
For example, the kids' educatiorii home improvements, or 
anything else you want, it s «ABy to use and re-usable." 

The Dime Savings Bank (newspaper supplement, 5/10/87) 

"Turn your home equity into a credit line you can access 
with a free VISA Card ... A cash reserve for anything you 
want, whenever you want it . . . For an exotic vacation. For 
a new car, for investments, for holiday bills... for any 
purpose under the sun." 

Emigrant Savings Bank ( New York Times , 3/12/87) 

"Use your house po%#erl" (banner headline). "Your credit 
line is good for ten years and you can use all or part of it 
just by %a:iting a check." 

The Empire of American Federal Savings ( Hews day , 5/4/87) 

"...you can use the equity in your home to make it your 
dr^am hone. Or buy a vacation home, put in a built-in 
pool, you have it." 

First Federal Savings and Loan of Rochester ( New York Times , 
4/14/87) 

"First Equity is a revolving line of credit to use anytime 
for your personal, family, or household needs." 

Long Island Savings Bank ( New York Times , 3/11/87) 

"You get « booX of checks so you can %a:ite yourself a loan 
anytime you want, for any reason you want." 

Williamsburg Savings Bank ( New York Times , 3/12/87) 

"Imagine being able to %nrite a check for a new car, major 
home improvement, tuition, vacation, %fedding, or to 
consolidate other debts." 
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With the new tax lavs^ 
his is mote than just a 
shelter 6r your family 



£1 




This year, nearly 

I*U,j;jL_ every taxpayer will be , 
( y "; - " , affected by the revised ;; 

~ ^^ rax law. ' 

However, if you're a ? 
hDmeowner.The Bank of ^' 
New York can suggest 
t^-vo ways that alkiw you -, 
Lo deduct interest pay- 
ments from your taxes. \ 

RST ABUSHA HOMK EQUITY CREntT ].[NK WITH EQ DlTYUrJK"' Our home equity loan is currently • 
refedfl*| gLl5giT ThJT'£ 1 .4^ abmp prime for '.he life nf the loan— the lowtat long-ttrm rale, ivilh no points, of any , 
ajor bink.What^ mora, our lew [ - ■ :. -[ .. ! ■■ : : ■ ■:. : ' i cuilomers and non-cuitorrwr^r 

Equit^ink lets vou establish a line of credit agiinst the value of your home.** And you can write yourself a k>an 
nenever you want, for whatever ycM want, aimply bf writing a check. Better yet, with EquityLink. you nuy write part ' 
all interest off your taxea. « 

REFINANCE YCHmMOirroACE ATA LOW FIXED lMTE.\buaho have the optMn of re(^ ; 

>nMwithanMfftgajMthataOowaycMtok)ckintodaykk]fwrateforthelifeofthek»an.*What% TTTI^ 
ore, you can conaolidateaU your other k)tha under one large interest-deductible ban. 1 illl/ 

Finally The Bank of New^brk makes aure that applying for either of these k»ans won't tax RAIVKOR 
•ur patience. Because we act praroptlxinatead of makuig you wait a kmg time for approval. '^^Nwrr^Vr - 

SoconsuHyourUxadviaor.AndcanourActioiiPliMieatl-«00-0«K-]784ft>ut^^ JNcAV 

i4-684-55UGol]ectXOrttopb7a|nyofoivbranchea.And XT'^Qt^ 
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FORYOURCHEAPEST 

SOURCE OF NONET, 

CHECK YOUR HOUSE. 



Yuu oouki be livins In 

Frwrip^'. Because rHni' yoti 
tAr uMi ihe equity in your 
hoiiMorforiclnminium to 
fiolik lino (ifrivdit forwhbt 
ever you jwed. Chtcnkall^ 
Home Equity Ci^edldute 
f CH eC^ ]tifi >'ou borrow 
for pn^thinf^ from yotir chU- 
cliTn'2> efliualu>n tirut iddl- 
tion on yuur houH to debt 
oonsolicution ferul iitvnt- 
mfnt^. Anjl (."lifrnfliLf 



primtMTti.'*rrnthE!f\JTtt>ta]-. 

Plus your home can help ^xmi wiih your 
taxes. Because with a home equity ci'enit 
line, >'our interest mqr be tax dedunible 
under the x)ew tax law. That% v«iy1mpor> 
tant since few other sources of credit ai«. 




CHEC gKies >-ou access to a line of 
credit whene\ier j-ou rieed it, simplv b^• 
writing a check it% that easy. And .>txiget 
10 >'ean of credit with one application. Plus, 
there are no points to pe^ 

IT Pfln TO occK Mfio oevuis 

ChemPlu^ is yoor smartest choice for 
banking because it links all of yxxir 
Chtmia}a«mjnli 
tocher [i!1q\\'- 



in^j^ijuiuUke w]^-unLd|^Uirnrun>' tp«cUit 
b^ieAlB, like being able to borrow at the 
prime rate fttr one full year. 

& if you're looking around for monc>-. 
thereV no ijace like home. And there's no 
phco like Chemkral. You can call our hotline 
for more infurmatkm about CHEC and our 
other Home Equity Loaiui. Fill In the cou- 
pon bekyii' and mail it to us. Or check into 
an^' of our 2)0 branches. There% probabt>* 
one ckwe to home. 




CHENPLUS 
1-800-243-6226 



.inj^iith.qiy«lnii«|p 

A'.f 1 kov i "limy S(ii«i.JiM 



K«» I ■..-«■•.._) 



CkmicalBaink 

nwfMMHn. tMMiii4l*nwMM>«Ui«M«r •«Ui>«i Mt^ TV Art M> 
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WE'VE LOWEREDTHE COST 
OFRASINGCASK 

The Citibank Equity S€>urce Account' 
now at a new lower rate, 

F^ a irilBd lima youcaagst a new bw r«Dduckry lato on a Olbenk 
home eqijty ban Apply b/ Ji«« aOtK and the special ir«oduclory variabe 
rale is Qood tor the fcgt six rTX3nlh&\ txjaonl even h»« to be a Ottoank cus- 
tomer 10 gall And CrtibwirTl^r^ upper Imt for a kne of credl There's bis 
moratoicitoa 

K can arpand wMi the vakM of your honM.M3ur ine of credn 
can expand abng \Mtfi tf« growing equty in your housa OCKVX or oondo* 
So you can haep up wNh the «Kpendrig needs of your tBVTiiy For exarnpla the 
kids' educaborv home impRKAmarta or anyttvig ein you wan 

Choo a avau r W WII l B H iia» After the "fir«tiixmorHhs. 'yQu can pay 
ai»ier1V%abo« the RIma Rate »id no poinlaOr1tf%«»y« the Prime 
with two points VMbU ha|9 you catoJaiB v«Nch H bast for you 

If your co-op la your «Mtla..Jhark okay with us. LMhe some 
other banks w^ dorfl harvie OHips, Oltoank oiare our home equily fna of 
^^ cwdH on your kndd h om e wh o lh e rit^aoo-ofiaoondftaahouaeAnd 

youdorrthaxetopayal it^W ii M l B bacauseyourhomeisaoocp 

Itis oaay to uao and ro^iaalila. Apply onoa and your fna of oedR 
« good tor tan yaaia or poaatoly Iheen years. Simply wme a check tor $250 
or mon And al ^xj hawe to pay is ntarast during INs Ikna* 

Nil the laal graoC tut deduction. The new lax taw nwhaa tie 
CHbank ExpandaUe EqUty Soune Acooinl just about tie amineai way to 
bonoM Because the irtereal may be tax-deduclUa 

Just aak Of EqUty SouRoa Account apadalBts tor daials at any 
CHbtf* brancK dr cal va00-24»-4472, aKt.27n 

WERE THNKNG V\HAf\OiJREJHNKING^ 

CITIBANKO 

AOTfCORP COMPANY 
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